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a blueprint for democracy. This is what it said: 


“We hold these truths to be self-evident, that all men are created 
equal, that they are endowed by their Creator with certain unalien- 
able Rights, that among these are Life, Liberty and the pursuit of 
Happiness. That to secure these rights, Governments are instituted 


among Men, deriving their just powers from the consent of the 
governed.” 


Today, this country defends the 


founders’ truths not only here but 


abroad in the world. You the “governed” 
maintain this republic instituted “to secure these rights” 
with your 1040. By the income it records, 
the founders’ prophecy is fulfilled; 
and by the tax it ‘reveals, you keep faith 
with the spirit of democracy. 






























George L. Weisbard’s avocation is 
fishing for sharks—or is it swordfish? 
Perhaps it is more correct to say he 
is a shark at deep-sea fishing; in any 
event, that is his avocation. His 
vocation is that of CPA—and he is a | 





shark at that, too, as you will agree 
when you read his article regarding 
the impact of antecedent court deci- 
sions on the legislative history of 
certain sections of the federal income 
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Acq. and Non-acqa. 





Tax Court Jurisdiction 
SIR: 


In your October, 1948 issue (page 882) 
I observed that full payment after issuance 
of a statutory notice of deficiency (whether 
made before or after filing of timely peti- 
tion) does not oust the Tax Court from 
jurisdiction to redetermine the proposed 
deficiency. In reply, Mr. Sidney B. Gam- 
hill (February, 1949 issue, page 82) disagrees 
in part, citing Stanley A. Anderson [CCH 
Dec. 16,692], 11 TC —, No. 102. In that 
case, the Tax Court held it was without 
jurisdiction because full payment had been 
made before issuance of what purported to 
be a statutory notice of deficiency. The de- 
cision is patently sound and in no wise 
makes necessary any modification of my 
views originally expressed. I am confident 
(1) that the Commissioner would most likely 
never challenge the jurisdiction of the Tax 
Court in a situation where payment is made 
any time after issuance of a statutory notice 
of deficiency, and (2) that in any event the 
courts would ultimately hold that jurisdic- 
tion of the Tax Court is based on the facts 
in existence when the document designated 
a notice of deficiency is sent and not on 
facts arising subsequently. That, to me, is im- 
plicitly the real holding of the Anderson case. 


Leo A. DIAMOND 
New York City 


Bouquet for Mr. Holzman 
Sir: 


My firm has been a regular subscriber to 
your magazine since it was first issued, and 
we have looked forward each month to the 
many worth-while articles appearing therein. 
At this time, I particularly want to com- 
mend you on the series “Tax Classics,” by 
Professor Holzman. Rarely have I read 
other tax articles from which I have ob- 
tained as much knowledge and _ pleasure. 


Professor Holzman is more than a scholar; 
he is a philosopher. 

MAx ROLNIK 
New York City 


CPA Examination 
Sir: 

While I think the answer presented on 
pages 153-154 of the February issue, in re- 
gard to question 5 of the uniform CPA 
examination, arrives at the correct result, 
and while I do not want to be hypertechni- 


cal, I feel that some of the details of the 
answer are incorrect. 


Your answer to part (a) of the question 
seems to me erroneous in speaking of the 
net income for 1947 as having been increased 
to $62,000 by the sale of the inventory. “Net 
income” should mean the net income after 
all deductions. This $62,000 figure is before 
deducting the excess of the losses on the 
building, equipment and machinery over the 
gain on the land. Since such excess is not 
limited by the capital assets provisions, it 
becomes a fully deductible loss under Sec- 
tion 23(f), and net income can be deter- 
mined only after its deduction. Thus, there 
was no net income for 1947, but rather a 


net loss of $8,000. 


In reference to the second sentence of the 
answer to part (b), it does not seem to me 
correct to say, as you do, that Section 117 
(j) does not apply. Actually the definition 
of “property used in the trade or business” 
in the first subparagraph of Section 117(j) 
is directly applicable to the land and ma- 
chinery and equipment involved in the ques- 
tion, and brings those properties within the 
scope of subdivision (2) of Section 117()). 
Then subdivision (2) expressly applies by 
reason of its second sentence, specifying that 
‘if such gains [i. e, the recognized gains 
upon sales or exchanges of property used 
in the trade or business plus certain other 
gains not here material] do not exceed such 


(Continued on page 270.) 
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Tax=-Wise 


Taxes... 


Tax People... 
Things Taxed... 





Meetings of Tax Men 


Michigan.—The Detroit Chapter of the 
Tax Executives Institute, Inc., will hold its 
regular monthly meeting at the Sheraton 
Hotel, Detroit, on Wednesday, March 23. 
The speaker will be Mr. A. C. Grunewald, 
Special Agent in Charge of the Intelligence 
Unit in the Detroit office of the Bureau of 
Internal Revenue, who will discuss “The 
Work of the Intelligence Unit of the Bu- 
reau of Internal Revenue.” 


Pennsylvania. — The annual meeting of 
the Philadelphia Chapter of the Tax Exec- 
utives Institute, Inc., was held on Wednesday, 
January 26, at the Drake Hotel, Philadelphia. 
The following officers and directors were 
elected: 

President: E. H. Frink, Sharp & Dohme, 
Inc. 

Vice-President: R. Gilbert Heebner, Scott 
Paper Company. 

Vice-President: William A. Hornung, Jr., 
Abbotts Dairies. 

Recording Secretary: Howard E. Morgan, 
Smith, Kline & French. 

Corresponding Secretary: Albert Mun- 
anger, Leeds & Northrup Company. 
Harold Kraft, Pennsylvania 
Railroad Company. 


Treasurer: 
Director: Albert Schnee, Atlantic Refin- 
ing Company. 

Director: James Brennan, Philadelphia 
Electric Company. 


Tax Man Wins Award 


James R, Turner, Bureau of Internal Rev- 
enue career man, has been named co-winner, 
with Dr. Harold Lyons of the Bureau of 
Standards, of the Arthur S. Flemming Gov- 
etmment Award of the Washington Junior 


Tax-Wise 





Board of Commerce, an honor to be accorded 
annually to the most outstanding young man 
in the United States Government service. 


On January 27, Commissioner Schoene- 
man announced Mr. Turner’s appointment 
to the Commissioner’s Management Staff of 
the Bureau. The Management Staff conducts 
studies of Bureau management problems and 
recommends action to deal with such problems. 


Mr. Turner has been head of the Bureau’s 
Statistical Division since May 1, 1946. In 
his new capacity, he will continue to give 
much attention to statistical matters of the 
revenue service. 


The thirty-three-year-old Turner is in great 
measure responsible for the simplification of 
tax returns and tax computations which has 
benefited millions of taxpayers and has saved 
the Bureau millions of dollars in adminis- 
trative costs. His achievements may be sum- 
marized as follows: 


(1) He originated the “standard deduc- 
tion” used by forty-five million of fifty-five 
million taxpayers in making returns. 


(2) He originated the idea of the “per 
capita” exemption, now a fixture in the fed- 
eral income tax law. 


(3) He originated the idea of the new 
Form 1040A. 


(4) He originated flat-rate withholding, 
which in 1948 replaced the complicated sys- 
tem used previously, and which lessened the 
tremendous amount of work required of 
employers in the collection of the tax. 


(5) He developed a streamlined split-in- 
come tax table for 1948. 


(6) He was the author and successful 
sponsor of the idea of the 1948 Control Audit 
Program, a management tool which will 
make the Bureau much more effective in the 
enforcement field. 
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(7) He directed complete and fundamental Mr. Turner was born in Sturgeon, Mis- 
reorganization of the Statistical Division souri, and attended school there. Following 
during 1948. his graduation from high school, he worked 
(8) He simplified income tax return blanks im a country store for two years ata salary | 
in both the individual income and corporate of $30 a month. During this period he began | 
income fields. (Continued on page 274.) 


GRIN AND BEAR IT By Lichty 
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“Claims he's one of those nuts that like to be first in line for | 
all events...think we should call the strait-jacket squad?” , 


Courtesy of the Chicago Sun-Times Syndicate 
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International Double Tax Avoidance 


Washington Tax Talk 





Awards of Merit 


Secretary Snyder recently presented to 
five Treasury employees the Department’s 
gold medal for exceptional civilian service. 
The medal is the highest award of the De- 
partment for civilian accomplishments. 


Arthur E. Mills, head of the Washington 
Technical Staff of the Division of Disburse- 
ment, Bureau of Accounts, was awarded the 
Treasury medal for the invention, design or 
development of numerous machine improve- 
ments, including a device which consoli- 
dates into one operation the several steps 
previously followed in producing a govern- 
ment check. In presenting the medal, Secretary 
Snyder said that Mr. Mills’ accomplishments 
“have been so varied, and his contributions 
to the work of his division so far-reaching 
that they represent a very large sum in 
terms of savings to the Government.” 


Joseph W. Steel and William P. Kruse, 
of the San Francisco Mint, received medals 
for the development of a dual coin-stamping 
machine. This machine is considered to be 
the United States Mint’s most revolutionary 
improvement from an operating standpoint 
during the past fifty years. 


Mr. Steel, who is superintendent of the 
Coining Department of the San Francisco 
Mint, and Mr. Kruse, foreman of mechanics 
in the same institution, collaborated in the 
development of the machinery, which has 
been in operation for the past four years. 
Without this device, Secretary Snyder stated, 
the Mints would have required new build- 
ings and equipment costing hundreds of 
thousands of dollars, in order to keep abreast 
of increased coinage demands. 


Peter J. Valaer, Jr., a scientist in the 
Aleohol Tax Unit in Washington and an 
employee of the Bureau of Internal Revenue 
since 1907, was given the medal for the 
Preparation of a series of definitive articles 


Washington Tax Talk 


for professional journals dealing with new 
and improved methods of standardization, 
sampling, manufacture and testing of vari- 
ous types of distilled and fermented bever- 
ages. These articles, Secretary Snyder said, 
contain information that has been highly 
useful to federal and state agencies having 
control over the manufacture and sale of 
distilled spirits and fermented beverages. 
Mr. Valaer’s development and improvement 
of methods and procedures has accomplished 
fine results in the Bureau of Internal Revenue. 


Charles M. Milos, associate chemist in the 
New York office of the Alcohol Tax Unit, 
Bureau of Internal Revenue, received the 
medal for the development of a method for 
the detection and estimation of heroin in 
the presence of other alkaloids, which has 
effected a great saving of time in his labora- 
tory. Mr. Milos, an employee of Alcohol 
Tax and its predecessor agencies since 1929, 
has been outstanding for many years in the 
development of analytical procedures for the 
determination of narcotic drugs, Secretary 
Snyder said. 


Depreciation Schedule 


Several Congressmen have been soliciting 
answers, through questionnaires, to tax pro- 
posals that will come up for consideration 
soon, in the meetings of the committees and 
on the floor of Congress. J. L. Davis, CPA 
of Columbus, Ohio, answered the question 
on depreciation in great detail and with the 
chart printed above. 


The question asked was: 


What equitable formula could best be 
used to give relief to business and industry 
regarding depreciation allowances for ma- 
chinery and equipment replacement? Please 
advise specifically, 
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Year of 
Purchase 





1930 
1935 
1940 
1942 
1944 
1946 


ui 


182 


TOS _ 6. 


? 


Cost 


20,000.00 
50,000.00 
50,000.00 
50,000.00 
20,000.00 
10,000.00 
25,000.00 


225,000.00 


year is— 
1948 155 
1925 105 
1948 155 
1930 87 
1948 155 
1935 78 
1948 155 
1940 87 
1948 155 
1942 99 
1948 155 
1944 102 
1948 155 
1946 123 


MACHINERY AND EQUIPMENT 
DEPRECIATION SCHEDULE—YEAR ENDED DECEMBER 31, 1948 


3 


Reserve for 
Depreciation 
on Cost to 
First of Year 


20,000.00 
45,000.00 
32,500.00 
20,000.00 
6,000.00 
2,000.00 
2,500.00 


128,000.00 


4 5 





6 


7 











Depreciation of Cost Replacement 
Current Year Cost Replacement 
Rate Amount Factor Cost 
Fully r 
5% Depreciable 1.48 29,600.00 
5% 2,500.00 1.78 89,000.00 
5% 2,500.00 1.99 99,500.00 
5% 2,500.00 1.78 89,000.00 
5% 1,000.00 1.57 31,400.00 
5% 500.00 1.52 15,200.00 
5% 1,250.00 1.26 31,500.00 
10,250.00 . 385,200.00 


EXPLANATORY NOTES 


1. Column 3—‘“‘Reserve for Depreciation on Cost to First of Year” 


Amounts shown are on assumption that all purchases were made on first 
day of year of purchase. 


2. Column 6—“Replacement Cost Factor” 


1926 = 100 


Average for All Machinery and Equipment—All Businesses 


If the cost index 
at beginning of 


* The current replacement cost factor is— 
1925 1930 1935 1940 1942 


1.48 


1.78 


1.99 
gins = 


* Latest index divided by earliest index. 


3. Column 7—‘Replacement Cost” 


1944 1946 


1.26 


Cost (column 2) multiplied by replacement cost factor (column 6). 


4. Column 8—‘Reserve for Depreciation on Replacement Cost to First of Year” 
Amount shown is same as amount in column 3 since year of 1948 is the 


first year in which depreciation is computed on replacement cost. 


Mr. Davis answered: 


The only equitable formula is an annual 
depreciation allowance on replacement cost, 
the latter computed on basis of mid-year 


Colunins 11-12-13—“Reserve for Depreciation on Replacement Cost Excess” 

The amounts shown in these columns represent the difference between 
depreciation on cost (column 5) and depreciation on replacement cost 
(column 10) for year of 1948—with accumulations in subsequent years. 

6. Books of Account 

Separate ledger accounts should be kept for depreciation reserve: 

Account No. 1—Reserve for depreciation 
Account No. 2—Reserve for depreciation on replacement cost excess 





or year end machinery and equipment price 
Indexes—using an average Index for all 
businesses or individual Indexes for each 
class of business. In the application of this 
formula an annual Schedule of machinery 
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MACHINERY AND EQUIPMENT 
DEPRECIATION SCHEDULE—YEAR ENDED DECEMBER 31, 1948 














8 9 10 11 12 13 
Reserve for ” 
Depreciation Reserve for Depreciation on 


on Replacement Depreciation on Replace- Replacement Cost Excess 





Year of Cost to First ment Cost—Current Year At First Current At End of 
Purchase of Year Rate Amount of Year Year Year 
BB ce. occas 20,000.00 5% oie 1,480.00 1,480.00 
) ae 45,000.00 5% 4,450.00 1,950.00 1,950.00 
1995). «os. ... $2,500.00 5% Gipnee®) |‘ Wevins 2,475.00 2,475.00 
| Ree 20,000.00 5% 4,450.00 1,950.00 1,950.00 
ee 6,000.00 5% 1,570.00 570.00 570.00 
1944... 2,000.00 5% fo | 260.00 260.00 
1946 2,500.00 5% £575.00) ee oias 325.00 325.00 
128,000.00 19,260.00 ~........ 9,010.00 9,010.00 


In financial statements the reserve for depreciation (Account No. 1) should be shown 
as a deduction to the asset account of machinery and equipment, and the reserve for 
depreciation on replacement cost excess (Account No. 2) should be shown as a separate 
item in the liabilities section. 


The journal entry for depreciation for year of 1948 from the depreciation schedule 
should be: 


Debit Credit 
ira einee cet, hy Poh it eS ok ea be hw ins oun ered . 19,260 
Reserve for depreciation......................0-0- 10,250 
Reserve for depreciation in replacement cost excess. 9,010 


Depreciation for year ended December 31, 1948 


In disposal of machinery and fixtures items, the reserve on replacement cost excess 
must be taken into consideration to determine the amount of profit or loss on such disposal. 
For example, if a machine purchased in 1925 at a cost of $1,000 is sold, or scrapped, in 
eye te 1949, at a salvaged value of $100, the result would be a profit of $174, computed 
as follows: 


Cost Lacks foi Ceraneet yi, ts arte wlun Spa nee or aoe tae a $1,000.00 ; 
I I oh on vine aq cuanien ven PE 100.00 
TESTE etc ech easyer than oan waco Octane wee $ 900.00 
Depreciation: taken on! COSE. 2. .<cac6css5 os bed « 1,000.00 
Depreciation taken on cost excess— 

$1,000.00 x 1.48 — 1,480.00 @ 5%.... 74.00 

1,074.00 

Profit (50% of which is taxable as a long-term 

CAMERA ec) ok eee Seer Wc ed ese 174.00 


It may and probably will be necessary to place a time limit of from one or two years 
in which the taxpayer must either (a) dispose of items of machinery and equipment which 
are no longer usable in his business or (b) consider such items disposed of for income tax 
purposes, in order that he may not unreasonably delay disposals to avoid income taxes on 
profit by such disposals. 


Special Note 
The principles outlined on this exhibit for depreciation allowance on replacement cost 


of machinery and equipment should also be made applicable to all other classes of depre- 
ciable assets, viz., buildings, etc. 





and equipment would be prepared showing 
(1) Year of purchase, (2) Cost, (3) Accumu- 
lated depreciation on cost, (4) Depreciation 
rate, (5) Depreciation on cost—current 
year, (6) Replacement cost factor, (7) Re- 
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placement cost, (8) Accumulative deprecia- 
tion on replacement cost, (9) Depreciation 
on replacement cost—current year, (10) 
Reserve for depreciation on replacement 
cost and etc,—as illustrated and explained. 
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International 
Double Tax Avoidance 


Our Washington correspondent has sent us 
the following report on the work of the 
delegation to the United Nations in regard 
to the cooperation of governments for the 
elimination of double taxation on an inter- 
national level: 


United States recommendations for bilateral 
tax treaties, comprising an important ele- 
ment in our present international tax pro- 
gram, gained acceptance by the Fiscal 
Commission of the United Nations Eco- 
nomic and Social Council, as one of the 
early actions of the Commission in its meet- 
ing at Lake Success, January 10 to 25. 

In part the Commissions action was as 
follows: 


“THE ECONOMIC AND SOCIAL 
COMINCIL.... 


“RECOMMENDS to the governments, 
members of the United Nations, that they 
actively pursue a policy of negotiating 
bilateral agreements wherever possible for 
the avoidance of double taxation.” 


Supporting Statement by U. S. Repre- 
sentative: “In the last few years, in spite of 
the interruption caused by the Second World 
War, there has continued a rapid growth in 
the number of bilateral treaties for the avoid- 
ance of double taxation both of incomes 
and of estates. This is a recognition of 
the practical, importance of removing the 
obstacles to the development of trade and 
investment among nations and also of pre- 
venting the injustices which arise from the 
application of taxes on the estates of de- 
ceased persons taxable under the laws of 
more than one country. Much consideration 
has been given to those problems by the 
League of Nations, by numerous govern- 
ments and by private organizations, but no 
effective remedy has been found except by 
direct negotiation of one government with 
another to provide in detail against such 
application of their laws as will create double 
taxation between them. 


“The impulsion to action by governments 
in this field has become stronger and 
stronger with the increase in the scope and 
rates of these taxes which have become nec- 
essary with the increase in the functions of 
the governments and the demands on their 
action to meet the costs of rehabilitation 
after the great struggles which have shaken 
and devastated the world. 

“Countries have taken cognizance of this 
situation in their legislation by allowing 
exemptions and credits to relieve their na- 


tionals from the destructive effects which 
would result from the superimposition of 
the taxes of another country on top of the 
taxes of their own country when both 
countries are entitled to tax income and 
estates under internationally recognized 
principles of tax jurisdiction. However, 
such measures, which must in themselves 
have some measure of rigidity, are not 
flexible enough to meet the great variety 
of taxation expressed in the legislation and 
regulations of the other countries of the 
world. Experience has shown that unilateral 
action is not a sufficiently complete method 
to give protection against the results of 
taxation by the nations of the world. 


“Much thought has also been given to 
devising multilateral agreements whereby 
nations could obviate double taxation. How- 
ever, multilateral agreements must by their 
nature be narrower in scope and, whatever 
the prospects of eventual progress in so 
harmonizing and coordinating tax systems 
as to reduce if not entirely obliterate double 
taxation, progress along these lines is likely 
to be slow and halting. The national tax 
regimes of the world have grown up through 
the years in accordance with the conditions 
in each country, have become imbedded in 
intricate and now long-established systems 
of law and legal interpretation which can- 
not easily be harmonized by general inter- 
national legislation. 


“The one practical and effective measure 
which has been found is for two nations to 
meet, comprehensively examine their tax 
structures as they impinge on trade and 
property relations between the two peoples, 
and to work out between them such meas- 
ures as will to the maximum obtainable 
extent eliminate double taxation by equitable 
provisions not involving too unbalanced a 
burden or sacrifice or change within the 
framework of their existing institutions.” 

Comment on the recommendation’ points 
up most significantly its encouragement of 
bilateral rather than multilateral tax treaties 
and the emphasis on reducing obstructions 
to the flow of trade rather than the imme- 
diate aim of revenue production. 

Though multilateral trade treaties are 
generally preferred, the tax field produces 
difficulties that make the multilateral treaty 
unworkable. Attempts to this end are be- 
set by individual differences between nations, 
necessitating single treatment of each tax 
problem and resulting finally in either noth- 
ing more than a resolution or an unwieldly 
document with endless complications. 


(Continued on page 278.) 
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SELLING “OIL PAYMENT” 


By KENNETH G. MILLER—Author of Oil and Gas Federal Income Taxation 


A RULING LIKE G.C.M. 24849 MAY BE UNSOUND; 
BUT UNTIL IT IS REVOKED, IT MUST BE FACED 


T HAS BEEN ASSERTED that many 

taxpayers attempted to convert the or- 
dinary income operation of oil and gas 
production into capital gains transactions 
prior to the issuance of G.C.M. 24849, 1946-1 
CB 66. The modus operandi of this conver- 
sion was for the taxpayer to sell for a cash 
consideration an oil payment carved out of 
his economic interest, viz., royalty or work- 
ing interest. The cash received by the 
vendor was considered to be the proceeds 
realized upon the sale of an asset and, if 
the asset properly qualified under Section 
117 of the Internal Revenue Code, was ac- 
corded the benefits of capital gains. 


For the benefit of those who are unfamiliar 
with oil-production terminology, the follow- 
ing excerpt from 7. W. Lee [CCH Dec. 
11,381], 42 BTA 1217, defines the term “oil 
payment” or “oil payment right”: 


“It seems clear from this language that 
the Supreme Court regards any oil payment 
right (a right to a specified sum of money 
payable only out of a specified percentage 
of oil or the proceeds received from the sale 
of such oil, if and when produced) as an 
economic interest in oil in place, the holder 
thereof being the owner of the share of gross 
income from production represented by the 
payments to him and being entitled to the 
attending depletion allowance.” 


G.C.M. 24849 seemingly dispelled the il- 
lusion that an ordinary income operation 
could be converted into a capital gains 
transaction.’ This article concerns itself not 
With the equitable or inequitable aspects, 


income taxwise, of the problem, since that 
field is within the realm of Congress, but 
solely with an analysis of the tax-legal justifi- 
cation of the G.C.M. 


In brief, G.C.M. 24849 holds that a cash 
payment received by the owner of an eco- 
nomic interest in oil and gas in place, in 
consideration for a short-lived oil payment 
carved out of the economic interest, is or- 
dinary income subject to depletion. The 
G.C.M. is qualified in that it does not ex- 
press an opinion as to oil payments extend- 
ing over a substantial portion of the life of 
the economic interest and is primarily con- 
cerned with oil payments having a pay-out 
status within one or two years. Further- 
more, the G.C.M. is not applicable to the 
“pledged proceeds” type of oil payment 
mentioned therein. 


Bases of Reasoning 


As a Starting point in its chain of rea- 
soning, the G.C.M. states: 


“G.C.M. 22730 . . . recognizes that the 
holder of an in-oil payment right, however 
acquired, has a depletable economic interest 
in the oil and gas in place, which is poten- 
tially a capital asset in his hands, provided 
the conditions of that classification under 
Section 117 of the Internal Revenue Code 
are met. Such conclusions as to the status 
of the in-oil payment right in the hands 





1 However, application of the G.C.M.,: accord- 
ing to I.T. 3895 [1948 CCH { 6107], 1948-6-12761, 
is limited to assignments occurring on or after 
April 1, 1946. 


Mr. Miller, a member of the Texas Bar, is a tax consultant associated with the 
firm of Frazer and Torbet, certified public accountants, Houston 
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of the grantee are not determinative of the 
nature of the transaction in the case of the 
grantor. As pointed out in the cited opinion, 
the controlling decisions hold that a land- 
owner who grants a lease, or a lessee who 
subleases or assigns his lease, in considera- 
tion of a cash bonus payment and an agree- 
ment to pay stipulated royalties is taxable on 
all such payments as ordinary income. In 
such a case, the cash bonus payment is 
regarded as an advance royalty payment 
subject to the depletion allowance as re- 
spects the lessor or sublessor, though it 
represents a capital investment by the lessee 
or sublessee in oil and gas in place, return- 
able tax-free to him by way of depletion de- 
ductions spread over the productive life of 
the lease asset in his hands. That conclu- 
sion rests on the analogy between the re- 
ceipt of such advance royalty payments and 
substantial cash payments received by the 
lessor upon the execution of an ordinary 
lease, which payments are regarded as ad- 
vance rental payments taxable as ordinary 
income. Thus, in connection with the in- 
stant issue, as in the cited opinion, the fact 
that the assignee acquires an asset which 
potentially qualified as a capital asset in his 
hands does not require the conclusion that 
the assignor parted with such an asset.” 


From subsequent comments, the G.C.M. 
reasons that since a cash bonus payment is 
an advance royalty payment because of “the 
analogy between the receipt of such ad- 
vance royalty payments and substantial cash 
payments received by the lessor upon the 
execution of an ordinary lease, which pay- 
ments are regarded as advance rental pay- 
ments taxable as ordinary income,” and 
since the sale of an oil payment is similar 
to a cash bonus payment, the sale of an oil 
payment is to be treated in the same manner 
as a bonus. In other words, if A (cash 
received on execution of an ordinary lease) 
equals B (bonus payment) and B equals C 
(proceeds on sale of oil payment), C equals A. 


In the foregoing formula, it is granted 
that A equals B, but a jump to the con- 
clusion that B equals C and thus C equals 
A requires consideration greater than the 
glibness with which it may be said. 


Do the proceeds realized upon a sale of 
an oil payment resemble a bonus payment? 
To answer this question, an examination 
of the character and nature of a bonus pay- 
ment must be made. In Clarion Oil Company 
v. Commissioner [45-1 Ustc § 9218], 148 F. 
(2d) 671 (CA of DC, 1945), cert. den. 325 
U. S. 881, it was held that a bonus was 
“an ‘advance royalty’—or, transposed, a 
royalty paid in advance.” Therefore, if a 





bonus is an “advance” royalty, it has the 
characteristics outlined by the Board of Tax 
Appeals in J. T. Sneed, Jr. [CCH Dec. 9140], 
33 BTA 478, as follows: 

“The word ‘royalty’ as used in a gas lease 
generally refers to ‘a share of the product 
or profit reserved by the owner for per- 
mitting another to use the property’. //'// 
v. Roberts, 284 S. W. 246; National Gas 
Company v. Stewart, 90 N. E. 384. It is 
compensation for the privilege of drilling 
and producing oil and gas and consists of 
a share in the product. Bellport v. Harrison, 
Zoo \e ac: 52." 

If the sale of an oil payment by a lessee 
is viewed in the light of the Board’s lan- 
guage, it cannot be said that the lessee has 
permitted “another to use the property” or 
has received from another “compensation 
for the privilege of drilling and producing 
oil and gas” when he has done nothing 
more than assign an oil payment from his 
leasehold, which he is still drilling, deveiop- 
ing, producing and operating. To make 
such a statement is to charge the lessee, or 
the owner of the working interest, with a 
theoretical, tax-legal conclusion not in ac- 
cord with the facts. And it would be wholly 
preposterous so to hold as to the royalty 
owner who at the time of the assignment oi 
the oil payment had no such privilege to grant 


The Supreme Court, in Burnet v. Harmel 
[3 ustc J 990], 287 U. S. 103, has stated: 
“Bonus and royalties are both consideration 
for the lease and are income of the lessor.” 
Again, if the owner or operator of the work- 
ing interest has done nothing more than 
assign an oil payment from his working 
interest, how can it be inferred that the cash 
proceeds are in the nature of a bonus when 
no execution or assignment of a lease has 
occurred? Furthermore, it is proper to in- 
quire whether there has ever been a federal 
income tax case in which, in the absence 
of a lease, sublease or other assignment of 
operating rights, a court has held a cash 
payment to be a bonus. 


Pursuing the “bonus theory” of the Chief 
Counsel’s ruling, we next run afoul of the 
“bonus-exhaustion” or “return-of-bonus” 
rule. This rule requires a lessee to exclude 
a proportionate part of the bonus paid from 
gross income from the property for pur- 
poses of computing 27%4 per cent percentage 
depletion.» The Circuit Court of Appeals for 





2 Quintana Petroleum Company v. Commis- 
sioner [44-2 ustc {| 9380], 143 F. (2d) 588 (CCA-5, 
1944); Canadian River Gas Company v. Higgins 
[45-2 ustc {| 9450], 151 F. (2d) 954 (CCA-2, 1945): 


Sunray Oil Company v. Commissioner [45-1 ustc | 


| 9181], 147 F. (2d) 962 (CCA-10, 1945). 
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the Fifth Circuit * considered the adjustment 
to be proper because “if the percentage 
depletion is allowable upon the cash bonus 
(advance royalty) received by the lessor, 
such bonus must be deducted from the gross 
income from production received by the 


lessee in computing depletion; otherwise 
double percentage depletion deductions 
would result contrary to the statute.” 


Therefore, if the bonus theory is the true 
theory and the lessee who sells an oil pay- 
ment carved from his working interest is 
entitled to depletion on the cash received, 
a bonus-exhaustion computation is in order; 


“otherwise, double percentage depletion de- 


ductions would result 


statute.” 


contrary to the 


Commissioner's Alternatives 


If he adheres to the foregoing bonus 
theory, the Commissioner is faced with one 
of the following alternatives, none of which 
seem proper: 

(1) He can ignore the bonus-exhaustion 
rule. But this would violate the percentage 
depletion statute. 

(2) He can require the lessee (vendor of 
the oil payment) to utilize bonus exhaus- 
tion. This leads to another complication— 
i.e, the lessee did not pay the bonus; he 
recewed it. The decided cases on bonus 
exhaustion have required the lessee, who 
paid the bonus, to compute bonus exhaus- 
tion! If he is required to compute bonus 
exhaustion, those lessees who are required 
to reduce gross income for depletion pur- 
poses hy bonus exhaustion well might ask 
why the lessors, instead of the lessees, 


should not be required to make the required 
adjustment. 


(3) He can require the purchaser of the 
oil payment to compute bonus exhaustion, 
but this would be violating the principle that 
“such bonus must be deducted from the 
gross income from production received by 
the lessee.” (Quintana Petroleum Company, 
supra.) The purchaser of the oil payment 
would be justified in stating that a lessor 
receiving an advance royalty received dis- 
similar treatment. 

It would seem far better to discard the 
bonus theory as fundamentally unsound in 
the light of the decided cases. 


Crux of Reasoning 
To progress with the language of the 
G.C.M., the crux of the reasoning of the 
opinion may be summarized as follows: 
Quintana Petroleum Company, supra, foot- 
note 2. 
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(1) Oil payments, royalties and operating 
rights are similar because they are rights 
to production and economic interests. 


(2) Oil payments are different from royal- 
ties and operating rights. The latter two 
interests extend to the entire oil and gas 
resource and are property rights, but an 
oil payment is a right to income only. 


(3) The difference outlined in (2) above 
is accentuated because an oil payment may 
be carved out of either of the other two, 
but a working interest or royalty cannot 
be carved out of an oil payment. 


(4) The conclusion is then reached that 
an oil payment, carved from either a work- 
ing interest or a royalty interest and sold, 
is nothing more than an assignment of 
income. 


As to (1) above, no criticism is directed. 
Court decisions amply support the state- 
ment therein. 


As to (2), an oil payment on the one hand 
and operating rights and royalty interests 
on the other hand are different because of 
their share in the oil and gas in place; that 
difference alone, however, does not in any 
measure warrant the conclusion that an oil 
payment is not a property right. No court 
decision is cited in support of this con- 
clusion. Indeed, it is remarkable that the 
G.C.M. fails to cite a single court decision 
involving federal income taxation of oil and 
gas payments, when there are at least three 
decisions bearing directly on the issue herein 
discussed.* 


The matter contained in (3) is of little 
consequence. After all, although a royalty 
may be carved out of a working interest 
while the reverse may not be done, this 
fact alone has no bearing on whether a sale 
occurred if the former is accomplished. 


Of necessity, the conclusion reached in 
(4) must fall if the preceding steps are 
fundamentally unsound. 


For support of his ruling, the Chief Coun- 
sel cites Herman M. Rhodes [CCH Dec. 
11,684], 43 BTA 780, aff’d [42-2 ustc J 9691] 
131 F. (2d) 50 (CCA-6, 1942). The G.C.M. 
states that the Board “held that a stock- 
holder’s ‘exercise of his power to sell or 
assign his right to receive the declared 
dividend constituted a realization of income 
by petitioner stockholder taxable to him as 


, 99 


ordinary income’. 





4 Ortiz Oil Company v. Commissioner [39-1 
ustc { 9384], 102 F. (2d) 508 (CCA-5, 1939); 
Majestic Oil Corporation [CCH Dec. 11,297], 42 
BTA 659; R. E. Nail [CCH Dec. 7807], 27 BTA 
33 (acq. XII-1 CB 9). 
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Granted that the principle of the Rhodes 
decision is sound, is it applicable to the 
sale of an oil payment? It is the writer’s 
opinion that one need not go so far afield 
into the domain of the dividend-assignment 


cases to reach a determination of the 
question. 
Analysis of Case Law 

G.C.M. 24849 stands for the tax-legal 


proposition that the assignment of the de- 
scribed oil payments is not an assignment 
of property. Of course, attendant thereto is 
the corollary that the assignment is one of 
income. Are there any decisions involving 
these precise questions as to oil payment? 
The case of R. E. Nail, it is believed, decided 
both questions. Briefly, the facts in that 
case were these: 


(1) Nail was executor of the estate of 
Mrs. Cook, who during her lifetime was the 
owner of a one-sixteenth landowner’s royal- 
ty in certain oil lands in Shackleford County, 
Texas. 


(2) On July 30, 1926, Mrs. Cook assigned 
her one-sixteenth royalty to the trustees of 
the W. I. Cook memorial trust. The as- 
signment was limited, in that title to the 
royalty should revert at the end of twenty 
years unless prior to that time the trustees 
had received $300,000 from the royalty; in 
this latter event, title would revert at once. 


(3) On December 21, 1926, the trustees 
had received from the one-sixteenth royalty 
production in the sum of $300,000. The 
trustees then quitclaimed the property to 
Mrs. Cook. 


(4) The Commissioner included the 
$300,000 in the gross income of Mrs. Cook. 


At this point, it is well to review the 
G.C.M. and the Nail case to see whether 
similarity exists. 

(1) As to type of otl payment: In the Nail 
case, the oil payment was carved out of a 
royalty interest. It was limited by time or 
amount. Factually, it qualified as a “short- 
lived in-oil payment” because it paid out 
within five months. These factors conform 
to those of the G.C.M. 


(2) As to the issue of assignment of tn- 
come versus assignment of property: The 
G.C.M. calls the assignments of oil pay- 
ments “essentially mere assignments of 
expected income from such property rights” 
(royalty or working interest). The Board 
of Tax Appeals in the Nail case stated 
the issue thus: “Respondent contends the 





5 Supra, footnote 4. 
188 





income belonged to petitioners’ decedent, 
because decedent transferred only a right 
to receive income; petitioners contend that 
it belonged to the trust because the trust 
was the owner of the property from which 
the income arose.” 

Thus, it is apparent that there is a simi- 
larity of facts and basic issues between 
G.C.M. 24849 and the Nail case. 

The holding in the Nail case leaves no 
doubt that the Board considered the as- 
signment to be one of property and not of 
income. The opinion states: 

“Therefore, at the time she created this 
trust, Mrs. Cook had, with respect to the 
oil and gas underlying her lands, an un- 
divided fractional interest, recognized as an 
interest in real property, and she was to be 
paid ratably from the sale of oil and gas 
as produced. Now, what did she transfer to 
the trust? The terms of the instrument are 
perfectly clear—‘all my present right, title 
and interest, both legal and equitable, now 
owned or possessed by me in and to all 
oil, gas, and other minerals of every nature 
and description’. In other words, she trans- 
ferred her entire present interest in all 
minerals in or under her property. Under 
the local laws, her interest was recognized 
as an interest in real property and the in- 
strument was in a form proper for the con- 
veyance of real property interests. The 
conveyance created either a determinable 
fee, an estate well recognized in the sub- 
stantive law of real property and in Texas 
(see Thompson on Real Property, Vol. 3, 
secs. 2105 et seq.; Tiffany on Real Property, 
Vol. 1, sec. 93; Waggoner Estate v. Sigler 
Oil Co., 284 S. W. 921; Texas Co. v. Davis, 
113 Texas 321) or an estate for years, an 
estate likewise well recognized. We need 
not decide which, because as we have stated, 
it is immaterial whether the interest was 
in real or personal property. Our inquiry is 
whether that interest was transferred. Here 
it is apparent that there was a complete 
transfer of decedent’s present interest in the 
property. She kept a reversionary interest, 
but that gave rise to noincome. The income 
here involved arose from the property con- 
veyed and belonged, not to Mrs. Cook, but 
to the trust. On this issue we hold for 
petitioner.” 

The next court decision involving the sale 
of an oil payment was that of Ortiz Oil Com- 
pany [CCH Dec. 9999], 37 BTA 656. There 
the facts were as follows: 

(1) The taxpayer received $154,000 from 
Westbrook and Thompson for the purpose 
of acquiring certain leases, drilling two wells 
and paying certain obligations. 
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(2) The taxpayer assigned an oil and gas 
payment from certain of its properties in an 
amount of $359,333.34 in consideration for 
the aforesaid $154,000. (Another agreement 
with one C. H. Staley involved substantially 
the same facts as the Westbrook-Thompson 
agreement.) 


(3) The oil payment reached a pay-out 
status in 1936, approximately four years 
after its assignment. 


(4) The taxpayer treated the $154,000 as 
a loan and the Commissioner “treated the 
total amount received by petitioner from 
Westbrook and Thompson as proceeds from 
the sale of ‘oil payments’, but included the 
amount thereof in petitioner’s gross income 
from the properties, subject to depletion, and 
without deduction of any cost basis.” 


The Board of Tax Appeals, affirmed by 
the Fifth Circuit,° held, in unmistakably 
clear language, that a sale had been made 
by Ortiz Oil Company: “The transaction 
constituted a sale by petitioner of oil in place 
and it realized taxable gain thereon in the 
amount of $154,000 less the amount of the 
cost bases allocable to the oils required to 
discharge the oil payments as set forth in 
our findings of fact.” 


If, as the G.C.M. contends, the cash pro- 
ceeds realized by the assignor are considered 
depletable income, it is fundamental that 
they are gross income from the property.’ 
However, this is contrary to the holding of 
Majestic Oil Corporation® There, the tax- 
payer had received $63,500, which it used in 
developing an oil property. In consideration 
for the $63,500, the taxpayer assigned an oil 
and gas payment from the oil property in 
an amount equal to 200 per cent of $63,500. 
The taxpayer claimed percentage depletion 
on the $63,500 and the Commissioner con- 
tended that “the $63,500 received by the 
Petitioner from Royalty [Royalty Service 
Corporation] during 1935 was not ‘income 
from the property’ within the meaning of 
section 114 (b) of the Revenue Act of 1934; 
that the petitioner sold an economic interest 
in its lease with Shell to Royalty, and that 
under the decision of the Supreme Court 
in Thomas v. Perkins [37-2 ustc J 9315], 301 
U. S. 655, the petitioner is not entitled to 
depletion in respect of the $63,500 received 
from the sale of such economic interest.” 
(Italics supplied.) The Board, citing its 
decision in the Ortiz Oil Company case, held 

* Supra, footnote 4. 

"Code Section 114 (b) (3); Miller, Oil and 
Gas Federal Income Taxation (Commerce Clear- 
ing House, Inc., 1948), p. 92. . 


SSupra, footnote 4. See also Ortiz Oil Com- 
pany, supra. 
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that a sale had occurred, and that accord- 
ingly the taxpayer was not entitled to deple- 
tion since the money received was not gross 
income from the property as contemplated 
by the depletion provisions of the law.’ 


Practical Considerations 


From a practical standpoint, the most 
troublesome application of the principles of 
the G.C.M. seems to be in connection with 
the time element. The G.C.M. confines it- 
self to oil payments which “pay out and 
expire within one or two years,” and ex- 
presses no opinion as to those “extending 
over a substantial portion of the life of the 
depletable economic interests from which 
such rights are carved.” At the time an oil 
payment is carved out of an economic inter- 
est, both the assignor and the assignee may 
be of the opinion that the oil payment will 
be paid out in one year; yet because of un- 
foreseen production problems, a pay-out 
may not be reached for three years. On the 
other hand, a pay-out could be expedited 
from, say, thirty months to twenty-three 
months by price increases in crude oil. If a 
two-year period is to be the line of distinc- 
tion in the income tax treatment of the 
proceeds, the seller would have to wait for 
the pay-out of the oil payment to know how 
to report his income. It is not believed that 
the reporting of this year’s income is based 
upon the vagaries of individual production 
problems and the crude oil markets of the 
next two years. 


Summary 


G.C.M. 24849 has failed to make a case 
for its recommended treatment of cash re- 
ceived in consideration for the assignment 
of an oil payment. Its failure to do so is 
based upon the following: 

(1) A bonus payment and cash received 
upon the assignment of a “short-lived in-oil 
payment” are not similar. 


(2) An assignment of an oil payment is 
not an assignment of income. 

(3) An assignment of an oil payment is 
an assignment of property. 

(4) The assignment of an oil and gas 
payment carved out of an economic interest 
for a cash consideration is a sale of property 





°* A reading of the Majestic case would indi- 
cate that it is reasonable to assume that the 
taxpayer had ‘‘pledged’’ to use the $63,500 for 
development of the property. If so, the rec- 
ommended treatment of such an oil payment, 
outlined in G. C. M. 22730, 1941-1 CB 214, and 
affirmed in G. C. M. 24849, would be in opposi- 
tion to the holding in the Majestic case. 
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upon which gain or loss must be computed; 
and if the asset meets the requirements of 
Section 117 of the Internal Revenue Code, 
it is subject to the terms thereof. 

(5). The cash received upon such assign- 
ment of an oil and gas payment is not 
“oross income from the property” within 
the purview of Section 114 (b) (3) of the 
Internal Revenue Code and, therefore, is 
not subject to the percentage depletion 
computation contained in that section, 


Conclusion 


Although the tax practitioner may deem 
the basis of G.C.M. 24849 unsound, it is a 
holding with which he must cope unless or 
until it is revoked or overruled by court 
decision. 

On the other hand, the ruling may open 
the door to tax avoidance in either of the 
following situations: 





(1) If an individual operator finds during 
the latter part of any given taxable year 
that his net income for that year will be 
considerably lower (because of an extensive 
development program or for other reasons) 
than that expected in future years, he can 
level his earnings by the sale of an oil pay- 
ment at that time. This could place him in 
an advantageous position surtaxwise. 


(2) If a taxpayer finds in any given year 
that his development program or workover 
costs as to a particular lease will cause the 
fifty per cent of net income limitation to 
eliminate his percentage depletion deduction, 
he can sell an oil payment sufficiently large to 
insure the 27% per cent of gross income 
deduction. In this connection, see Mascot 
Oil Company {CCH Dec. 8340], 29 BTA 652, 
in which bonus income and oil-production 
income were grouped together for purposes 
of computing “gross income from the 


property.” [The End] 


STATES SPEND OVER TEN BILLION IN 1948 


Spending by state governments totaled more than $10,000,000,000 in 
1948, as compared with S8,102,000,000 in 1947 and about $6,000,000,000 


annually before 1946. 


This trend is indicated by a Bureau of the Census report, covering 
1948 revenue and expenditure of twenty-six states. These states spent 


about one fourth more in 1948 than the year before. 


Cash bonus 


payments by several states to veterans of World War II accounted — | 


for some of the sharp increase. 


These twenty-six states spent an average of $70 per person in 


1948, as compared with $57 per person in 1947. 
capita amounts for the two years were as follows: 


Comparative per 





1947 1948 | 
Operation * $25.90 $31.45 | 
Capital outlay 6.68 10.60 
Aid paid to local governments 16.66 19.88 
Contributions to trust funds and enterprises . 6.66 6.80 
Interest 31 37 
Subtotal * ¥4 $56.20 $69.20 | 
Provision for debt retirement 98 1.12 
. ne $57.18 $70.22 
* Including veterans’ bonus payments, per capita, of $1.02 in 
1947 and $2.87 in 1948. 
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TAX IMPLICATIONS 


of Termination of Pension Plans 


By BYRON J. HARRILL and SAMUEL A. MILLER 


HERE IS A CASE HISTORY OF A COMPANY THAT 
FELT IT NECESSARY TO END ITS PENSION PLAN 





1 ig REAL PROSPECT of lower earn- 
ings in the future poses to employers 
with funded pension plans the problems 
of reducing benefits, suspending contribu- 
tions or terminating their plans. The tax 
implications of undertaking such measures 
are commented on and illustrated in the 
following case of the B. C. Y. Company, 
which desires to terminate its pension plan. 


The reasons are clear: (1) it has been 
feeling the squeeze of tighter earning mar- 
gins because of higher production costs 
and more intense competition, and (2) its 
forecast for the near future substantiates 
the management’s opinion that further sup- 
port of its pension plan costs would drastically 
reduce its current level of earnings. 


Termination of the pension plan would 
be an ill-advised solution for this company’s 
dilemma. The pension plan might be retro- 
actively disqualified under Section 165(a) 
of the Internal Revenue Code, as amended, 
in which case the company’s past contribu- 
tions to the trust would be retroactively 
lisallowed for all open years and the past 
and future earnings of the pension trust 
would be treated as taxable income to the 
nonexempt trust. Furthermore, if the 
participants had obtained nonforfeitable 
tights, they would immediately be liable 
for income tax on contributions made for 
their benefits. Needless to say, the con- 
sequences are serious. 


To understand why termination would 
bring about retroactive disqualification of 


the pension plan, and to find a more satis- 
factory solution for the company’s problem, 
it is necessary to examine the facts in the 
case, the tax law and the Bureau of Internal 
Revenue’s interpretation of the law as ex- 
pressed by its regulations, mimeographs and 
P. S. releases. 


The facts in the case are as follows: 


The B. C. Y. Company was established 
in 1920. By 1942 its total personnel con- 
sisted of twenty employees. In 1943 it 
received a war contract; from that point 
on its expansion was rapid. In 1944 the 
company set up a self-insured pension plan. 
It applied for and received a ruling from 
the Commissioner that the provisions of 
the pension plan met the requirements of 
Section 165(a). Over 200 employees were 
eligible to participate in the plan at its 
inception. 


The company converted successfully to 
a peacetime basis after the war and con- 
tinued its high rate of production and 
earnings. In 1948, because of keener com- 
petition and higher costs of production, its 
profits dropped substantially. As a result, 
the B. C. Y. Company contemplated termi- 
nating its pension plan, and_ specified 
“business necessity” as the reason. 


Business Necessity 


The burden of proof is upon the employer 
to establish business necessity, and it is 
doubtful whether the B. C. Y. Company 
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can successfully establish it to the satis- 
faction of the Bureau of Internal Revenue. 


Unless business necessity can be estab- 
lished, the abandonment of a pension plan 
in the current time period within a few 
years after inception will be evidence that 
the plan was not a bona fide program for 
the exclusive benefit of employees in general. 
(Regulations 111, Section 29.165-1.) For 
example, the employer may have planned 
to secure the maximum tax advantage dur- 
ing the period of high profits and to 
abandon the plan as soon as profits drop, 
when it no longer appears desirable from 
a tax standpoint to continue payments. 
(P. S. 7.) Examples would be situations 
in which the employer has designed a plan 
as a temporary device to attract applicants 
for employment during the period of critical 
labor shortage, or to provide pensions for 
long-service management employees. 


The fact that the benefits provided under 
the B. C. Y. Company plan are quite liberal, 
and would have placed a burden upon the 
company under the conditions pertaining 
to profits and personnel in the prewar years, 
is relevant in the Commissioner’s determi- 
nation as to the validity of the claim of 
business necessity. In a situation bearing 
a close similarity in pertinent conditions to 
those of the B. C. Y. plan, the Commissioner 
held “that the abandonment of the plan 
was not due to business necessity and that 
the plan was not a bona fide permanent 
program from its inception, but was merely 
a device to increase compensation or dis- 
tribute profits during excess-profits years.” 
cP. o ae) 

Another obstacle to the company’s claim 
of business necessity is that the claim is 
based on one year of depressed earnings 
only. It may reasonably be contended that 
one year of lower earnings is too short 
a period to demonstrate the impossibility 
of continuing the pension plan. It is a 
matter of experience that a number of com- 
panies deferred the costs of their pension 
plan for more than one year during this 
past depression, to be paid when earnings 
were more favorable. Clearly, the fact of 
one or two years of unfavorable earnings 
did not compel them to abandon their 
pension plans. 

To obtain a favorable ruling from the 
Commissioner upon termination of a plan 
requires much more than mere proof of 
business necessity. Evidence supporting the 
employer’s claim for business necessity is 
only one part of the information required 
by the Commissioner upon termination. 
The list of required data is set forth in 





P. S. 60. The information is designed to 
show whether a plan in operation inclusive 
of termination has satisfied the requirements 
of Section 165(a) of the Internal Revenue 
Code. This is the cardinal principle behind 
the tax regulations and rules applying to 
terminations. For the most part, this 
means that in operation the plan (1) must 
be a bona fide program for the exclusive 
use of the employees in general, and (2) 
must not discriminate in favor of employees 
who are officers, stockholders, supervisors 
or highly compensated employees. 


It had been clearly shown that the B. C. Y, 
Company would be unable to satisfy the 
Bureau that its plan in operation was a bona 
fide plan for the exclusive use of the em- 
ployees in general. Moreover, its plan in 
operation would be discriminatory in favor 
of the highly paid employees. 


A combination of several factors works 
to produce the prohibited discrimination 
upon termination. These factors are as 
follows: (1) All the highly compensated 
employees have long service histories, and 
these employees would have disproportion- 
ately large benefits distributed to them upon 
termination of the plan. (2) The low-paid 
employees are for the most part short- 
service employees and have experienced 2 
high rate of turnover. (3) The combination 
of short service, high rate of turnover and 
relatively long vesting period has operated 
to provide for such employees a dispropor- 
tionately small share of the benefits. In 
this case, it is of interest that the provisions 
of the plan restricting the benefits upon 
termination of the twenty-five highest-paid 
employees in compliance with Mim. 5717 
would not have avoided discrimination in 
favor of the highly compensated employees. 


Because of the reasonable certainty of 
a tax penalty, the B. C. Y. Company can- 
not afford to terminate the plan; on the 
other hand, the management feels that it 
would be unsound business to make this 
year’s contribution to the pension trust. 
In such a dilemma, a reasonable alterna- 
tive must be considered. Two possibilities 
for the alternative will be examined—(1) 
a reduction in benefits and (2) a suspension 
of employer contributions. 


Reduction in Benefits 


The first of the possibilities, i. e., reduc- 
tion in benefits, like abandonment of the 
plan, requires the plan to be re-examined 
by the Commissioner for a re-determination 
of its qualifications under Section 165(a). 
Like abandonment of the plan, it also might 
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bring about retroactive disqualification. As 
a lesser penalty, however, it might merely 
require an adjustment of previous deduc- 
tions claimed or allowed the employer to 
the extent that such deductions represent 
advance funding. (Bulletin on Sections 
23(p)(1)(A) and (B).) 

Reduction in benefits has this important 
advantage over termination of the plan. 
It is easier at this point of time to prove 
business necessity on the basis of current 
and expected future earnings. Of equal 
importance is the fact that a modification 
of the plan might reduce the costs to a level 
that would reasonably assure the plan of 
retention on a permanent basis. 


Because of the circumstances surrounding 
this case, it is questionable whether a re- 
duction in benefits would remove the dis- 
proportionate funding in favor of the highly 
compensated employees. Relief might be 
obtained, however, by amendment to remove 
the discrimination resulting from the plan 
in operation prior to the change in benefits. 
This might be accomplished by a realloca- 
tion of benefits among lower-and_ higher- 
paid employees. (Mim. 6136.) 


Suspension 
of Employer Contributions 


The second of the possibilities, namely, 
suspension of employer contributions, is 
treated by the Bureau in P. S. 57. This 
release reveals that suspension of employer 
contributions might be considered as a 
termination or partial termination calling 
for a re-examination by the Commissioner 
to redetermine the plan’s qualification under 
Section 165(a). An exception, however, is 
made when the following two conditions 
are satisfied: (1) if the benefits to be paid 
or made available under the plan are not 
affected at any time by the suspension of 
employer contributions, and (2) if the un- 
funded past service cost at any time does 
not exceed the unfunded past service cost 
as of the date of establishment of the plan. 


An examination of the B. C. Y. Company 
Pension plan discloses that the two con- 
ditions listed above would be satisfied in 
the event of suspension of the employer’s 
contributions for a short period of time. 


The mere fact that suspension of em- 
ployer contributions would not at the 
Present time require a redetermination by 
the Commissioner under Section 165(a) 
should not be the controlling factor in 
the choice between reduction of benefits 
Or suspension of employer contributions. 


Termination of Pension Plans 











The decision should be governed by the 
best interests of the employer from the 
long-term standpoint. In making the de- 


‘cision, the following advantages and dis- 


advantages should be considered: 


Pertinent Considerations 


(1) In the case of suspension of employer 
contributions, the Commissioner need not 
be notified as long as the two conditions 
listed above are satisfied. In the case of 
reduction of benefits, the Commissioner 
must be notified of the company’s action. 


(2) As long as the employer suspends 
contributions, he must be able to prove, 
if called upon by the Commissioner, that 
the two conditions listed above are satisfied. 
In the case of reduction in benefits, the 
employer must furnish detailed information 
in compliance with P. S. 60 to show that 
the plan in operation has satisfied and will 
continue to satisfy the requirements of 
Section 165 (a). To satisfy the nondis- 
criminatory provision of Section 165 (a), 
an amendment to reallocate benefits would 
be required in this case. 


(3) Suspension of contributions would 
not be a final solution in itself because 
current experience clearly shows that the 
company will be unable to continue the 
financial support of the plan in its present 
form. It may result in being a temporary 
expedient to provide the time until sufficient 
experience is acquired to make it easier to 
produce adequate evidence of the validity 
of a claim of business necessity either for 
termination or for reduction of benefits. 


(4) Reduction of benefits is a more direct 
solution if the reduction can be geared on 
a sound basis to the company’s current and 
expected future ability to support the costs 
of the plan. If the level of earnings, as 
anticipated, is not experienced, further con- 
sideration may then be given to a choice 
between an additional reduction in benefits 
or abandonment of the plan. 


The purpose of presenting the termina- 
tion case of the B. C. Y. Company pension 
plan is to bring out more clearly, by means 
of a specific illustration, some of the char- 
acteristics of termination problems. This 
does not mean, however, that in all respects 
this is a typical case or that the treatment 
of an apparently comparable case will be 
identical. There are too many variations 
in plans and the actual conditions to which 
they are exposed to formulate a set guide 
for their treatment in event of termination. 
Two employers having identical plans might 
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be subject to different rulings by the Com- 
missioner upon his redetermination of the 
qualification of the plans on termination. 


It cannot be overemphasized that the 
effect of the surrounding facts and circum- 
stances upon the pension plan during its 
operation should be of paramount import- 
ance in shaping the employer’s decision as 
to termination, reduction of benefits or 
suspension of his contributions. 


Commissioner's Power 


The foregoing observations and conclu- 
sions are made on the general assumption 
that the Commissioner’s regulations and 
policy with respect to termination of plans 
will be held valid by the courts. In the 
Revenue Act of 1942, Congress gave the 
Commissioner the power to make decisions 
as to discrimination in pension plans, but 
did not define the term “discrimination.” 
Consequently, the question is left open in 
each case; and naturally the Commissioner’s 
agents have had, and will continue to have, 
divergent views on the subject. In the 
extreme cases such as are discussed above, 
the Commissioner undoubtedly will be up- 
held by the courts; and if a test case having 
similar facts is brought, a decision favor- 
able to the Commissioner may permit him 
to assimilate other cases to it, thus estab- 
lishing precedents affecting the otherwise 
middle-ground cases, at which the Commis- 
sioner, if forced to consider them individ- 
ually on the merits, would certainly take a 
second look before substituting his judg- 
ment for that of competent management. 


It is the opinion of the writers of this 
article that fhe Commissioner’s termination 
regulations and policy are sound from the 
viewpoint of preventing undue discrimina- 
tion, a result which was no doubt intended 
by Congress and spelled out in part in the 
statute. In some respects, however, the 
interpretations and application of such regu- 
lations and policy are burdensome to the 
employer, in that seemingly unnecessary in- 
formation is often required at substantial 
expense to the employer. A Congressional 
definition of the term “discrimination” or, 
in the alternative, a set of practical working 
rules provided by statute as a substitute 
for the use of such term in the statute is 
a suggested remedy. 


So long as the Commissioner must base 
the rules on the uncertain and indefinite 
term “discrimination,” he is duty bound to 
take such necessary steps as, in his opinion, 





will protect the revenue. ‘Thus, it appears 
that no relief can be obtained in this respect 
other than by an amendment to the statute, 


Caution Advised 


In view of the nebulous question of 
discrimination and the penalty of making 
the wrong guess, it behooves the employer 
to proceed cautiously in terminating a plan, 
in making curtailments of contributions 
or in modifying a plan in any fashion 
which the Bureau may construe as a partial 
termination. The burden is strictly on the 
employer to show affirmatively and con- 
clusively that the plan in operation has not 
been discriminatory, and that as terminated 
or modified it will not cause the prohibited 
discrimination. Much comfort for the em- 
ployer lies in the Commissioner’s practice 
of giving his opinions on terminations or 
modifications; and if any doubt exists as to 
the propriety of the proposed termination 
or modification, the case should be sub- 
mitted to the Commissioner for a ruling 
in advance of making definite commit- 
ments. The time required to obtain such 
a ruling ranges from a few days to many 
months, depending on numerous factors of 
practice and procedure in the Bureau and 
the relative difficulty of the problems in 
particular cases. Full compliance with the 
requirements of the Bureau for information 
and a full disclosure of all pertinent facts 
in a request for a ruling are most helpful, 
and usually result in saving valuable time, 
especially if it is necessary to submit the 
proposal to the Commissioner in the last 
half of the employer’s taxable year. The 
ruling should be obtained as early as pos- 
sible, and the amendment must be executed 
prior to the close of the taxable year. 
The statute permits necessary qualifying 
amendments to new plans as late as seventy- 
five days after the close of the taxable 
year in which the plan was put in effect. 
But this same privilege is not available in 
cases of amendments to other plans, and 
consequently any termination or partial 
termination amendments must be executed 
within the taxable year in which they are 
to be effective. If it is desired to terminate 
or modify such other plan in order to ob- 
tain a tax benefit in the year 1949, the 
amendment must be executed within the 
taxable year 1949, as distinguished from 
amendments to new plans put in effect in 
1949, which may be amended in certain 
respects up to March 15, 1950, retroactive 
to 1949. [The End] 
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Deductibility of Accrued Interest 


When Payment Is Uncertain 


By SAMUEL S. STARR . 
JERSEY 


COUNSELLOR AT LAW, NEWARK, NEW 
THE AUTHOR PROVES THAT LEGAL OBLIGATION TO 


PAY RATHER THAN ABILITY TO PAY IS THE TEST OF DEDUCTIBILITY 





ENERALLY ll interest paid or 

accrued during the taxable year is 
deductible. For the accrual basis taxpayer, 
interest deductions are usually allowable in 
the periods within which the liability to pay 
interest arises, regardless of when payment 
is actually made. 


We are not here concerned with whether 
or not an interest deduction is allowable 
as “interest” or whether the relationship 
between the parties affects its deductibility. 
On the assumption that the “interest” is 
properly “compensation allowed by law or 
fixed by the parties for use or forbearance, 
or detention of money” (Fall River Electric 
Light Company [CCH Dec. 6954], 23 BTA 
168; Pierre S. du Pont v. Deputy [38-1 
ustc [9128], 22 F. Supp. 589, aff’d [40-1 
ustc $9161] 308 U. S. 488), and that it 
arises upon an indebtedness between pro- 
per parties, it is generally an allowable 
deduction. 


What of the case, however, where a lia- 
bility for interest arises in a certain tax- 
able period, the payment of which liability 
is uncertain because of the corporation’s 
inability to pay? <A typical case of this 
nature arises where a corporation has out- 
standing debenture bonds of the ordinary 
borrowing type. The bonds themselves 
and the trust indenture on which they are 
based almost invariably provide for fixed 
interest to be paid annually or semiannually. 
Generally, too, the trust indenture im- 
poses certain minimum earning require- 
ments before the actual payment of the 
mterest must be made. The instruments 
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further provide for an accumulation of 
interest in the event of nonpayment, and 
for the payment of the bonds plus any 
such accumulations of interest upon 
maturity. The bond indenture as a rule 
provides that the interest “shall be pay- 
able in any event at the maturity of this 
bond whether or not earned.” It is not 
at all uncommon for corporations to de- 
fault in such interest payments. Yet the 
corporation which is on an accrual basis 
will, of course, accrue the unpaid interest 
in each taxable year. For financial or 
other reasons, such as the terms of the 
trust indenture, the corporation is unable 
or unwilling to pay the accrued interest 
charges. Nevertheless, it may, by such 
accrual, obtain a definite tax advantage. 


Under the above conventional type of 
case, there is no question that the interest 
is a fixed and determinable yearly liability 
of the taxpayer-corporation. 


The indebtedness, as above, is an un- 
conditional and enforceable obligation; and 
any interest thereon is properly accruable 
and should be allowed as a deduction to 
the taxpayer-corporation. 

A taxpayer properly keeping its books 
on an accrual basis is not only permitted 
but is required to accrue and deduct the 
interest on its bonded or other indebtedness 
if the primary obligations are an indebted- 
ness and if the interest must in all events 
be paid. In our typical case, there is no 
question that the bonds are primary obliga- 
tions and an indebtedness of the taxpayer, 
and that the interest must in all events be 
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paid. As indicated, the bonds themselves 
and the trust indenture state that interest 
“shall be payable in any event at the 
maturity of this bond whether or not 
earned.” 


It is fundamental that a taxpayer on 
the accrual basis must take interest deduc- 
tions in the periods within which the lia- 
bility to pay interest accrues, regardless of 
when payment is actually made. 


Tax Court's Position 


The Tax Court, in its decisions, pro- 
ceeds on the premise that an accrual basis 
taxpayer may not be deprived of a deduc- 
tion for accrued interest even though, be- 
cause of its financial condition, there is a 
possibility that this accrued interest will 
never be paid. This is well exemplified 
by the Panhandle Refining Company case 
[CCH Dec. 12,159], 45 BTA 651. In this 
case the taxpayer was a going concern 
engaged in the business of producing, re- 
fining and marketing oil. Its parent com- 
pany for many years had made advances 
to Panhandle on open accounts. At the 
end of the years involved, Panhandle had 
assets with a value of approximately 
$4,000,000. Its deficits were in excess of 
that amount. It owed its parent almost 
$6,000,000. Panhandle accrued on its books 
large amounts of interest on its undebted- 
ness to the parent, including interest ac- 
crued in past years and added to the 
principal. The Commissioner denied the 
taxpayer the right to accrue and deduct 
the interest, on the theory that the tax- 
payer was in a precarious financial con- 
dition, and because of the possibility that 
it would never be able to pay such interest. 
The Tax Court held, four judges dissent- 
ing, that Panhandle was entitled to deduct 
the interest so accrued. The court said: 

“We think the prime question here is the 
one suggested in the deficiency notice to 
the parent company, and the revenue agent’s 
report upon which the deficiency herein 
was based, that is, whether the petitioner 
may be deprived of the deduction of ac- 
crued interest because of its precarious 
financial condition and the _ possibility, 
which in no event can be said to be more 
than a probability, and is obviously not 
a certainty, that the petitioner will never 
be able to pay such interest. We agree 
with the petitioner that so to hold would 
be to add to the statute. That the 
creditor is not required to accrue items 
about which there is strong contingency 
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as to payment, does not, we think, indicate 


that the debtor is not entitled to and re- 
quired to accrue interest items in the year 
when they constitute a liability, notwith- 
standing the fact that the debtor’s assets 
may not prove sufficient to discharge such 
liability accrued. Obviously, the accrual 
is not allowable in any other year.” 


Zimmerman Case 


While the Tax Court has taken the 
position that no deduction is allowable 
unless there is a reasonable expectation 
of payment in the normal course of busi- 
ness, the Eighth Circuit has gone so far 
as to hold that accrued interest is deducti- 
ble even if there is no intention or expecta- 
tion of paying it. This court reasoned 
that if an accrual basis taxpayer has be- 
come liable during the year for interest 
greater in amount than its income for the 
year, it has no net income regardless of 
whether or not it will ever be possible 
to discharge its liability. (Zimmerman Steel 
Company v. Commissioner [42-2 utsc J 9697], 
130 F. (2d) 1011; rev’g [CCH Dec. 12,213] 
45 BTA 1041.) 


In the Zimmerman case the taxpayer- 
corporation accrued substantial amounts 
of interest for advances made to it. The 
years of accrual were loss years, and the 
taxpayer’s liabilities exceeded its assets in 
substantial amounts. The creditor did not 
accrue any interest on its books for the 
years involved; nor did it report the inter- 
est in its returns as income on the ground 
that it was uncollectible. The taxpayer- 
corporation went into receivership. The 
Tax Court held that the financial condition 
of the petitioner was such as to preclude 
any reasonable certainty that the interest 
would be paid in the normal course of 
business, and that the petitioner was not 
entitled to the deduction claimed. The 
court said: 

“The evidence does not, in our opinion, 
justify a belief that the interest accrued 
in 1936 and 1937 would ever be paid and 
certainly not in due course. Undoubtedly 
accounting practice required that the peti- 
tioner enter its liabilities on its books of 
account and show them in its balance 
sheets in order to reflect clearly and fairly 
its financial status. We are not, however, 
concerned herein with accounting prac- 
tice. . . . Under all the facts and circum- 
stances, it is our opinion that the interest 
accrued on the books of the petitioner . 
was not properly deductible since 
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there was no reasonable expectation of 
such obligation being discharged in the 
normal course of business.” 


Circuit Court Reversal 


The Tax Court distinguished the Zimmer- 
man case from the Panhandle case, on the 
basis that in the latter case there was no 
uncertainty as to eventual payment. Four 
judges dissented in the Zimmerman case. 
There followed an appeal to the Eighth 
Circuit, which reversed the Tax Court. 


The Circuit Court held: 
i there are no Court decisions 
directly holding that an accrued item of 
expense may not be deducted when there is 
no reasonable expectancy that it will be 
paid. Our own search has confirmed the 
admission. The law is that if a method 
of bookkeeping employed by a taxpayer 
does not clearly reflect the income the 
computation shall be made in accordance 
with such method as in the opinion of 
the Commissioner does clearly reflect the 
income (Section 41) and the real facts, 
not forms of entry, must measure the tax. 
But where interest actually accrues on a 
debt of a taxpayer in a tax year the statute 
plainly says he may deduct it. That he has 
no intention or expectation of paying it, 
but must go into bankruptcy as this tax- 
payer was obliged to do, cannot of itself 
justify denial of deduction in computing 
taxpayer’s net income.” 


The Tax Court has indicated by way 
of dictum, however, that despite the re- 
versal of its decision by the Circuit Court 
in the Zimmerman case, it will continue to 
adhere to its own _ decision therein. 
(Florence Pearlman [CCH Dec. 14,136], 4 
TC 34; aff'd without discussion of this 
point [46-1 ustc $9151] 153 F. (2d) 560 
(CCA-3).) 


Butler Case 


The distinction between the Zimmerman 
and Panhandle cases was clarified in Butler 
Consolidated Coal Company [CCH Dec. 
14959]. 6 TC 183, in which a deduction 
was allowed. In this case the petitioner 
had during the years 1939 and 1940 a large 
amount of interest-bearing bonds and notes 
outstanding upon which no interest had 
been paid during those years. The peti- 
tioner kept its books of account on an 
accrual basis. Upon a recapitalization of 
the corporation in 1941, new bonds and 
notes were substituted for the old bonds 
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and notes and the accrued interest thereon 
was canceled. The court held that in com- 
puting the net loss of the petitioner for 
the years 1939 and 1940, the petitioner 
was entitled to deduct the interest which 
had accrued on its interest-bearing obliga- 
tions. In this case a carry-over net oper- 
ating loss was in issue, the Commissioner 
having failed to allow the taxpayer to 
deduct from gross income accrued interest 
upon its indebtedness for the years 1939 
and 1940, although the petitioner had filed 
returns on the accrual basis for all years. 
The disallowance was based on the ground 
that there was no probability that the 
interest would ever be paid. The court, 
in rendering its decision, went into the 
Zimmerman and Panhandle cases. It dis- 
tinguished the two, and indicated that the 
facts in the instant case were more like 
those in the Panhandle case than like those 
in the Zimmerman case. The court said: 


“In Zimmerman Steel Company , 
we held that the taxpayer in receivership 
was not entitled to deduct interest which 
accrued upon its interest-bearing obliga- 
tions because the financial condition of the 
taxpayer was such as to preclude any 
reasonable certainty that the interest would 
be paid in the normal course of business. 
Our decision in that case was reversed 
by the Circuit Court of Appeals for the 
Eighth Circuit. 

“In Panhandle Refining Company 
the taxpayer was a going concern engaged 
in the business of producing, refining and 
marketing oil. Its parent company for 
many years had made advances to Pan- 
handle on open accounts. At the end of 
the years involved, Panhandle had assets 
having a value of approximately $4,000,000. 
Its deficits were in excess of that amount. 
It owed its parent almost $6,000,000. We, 
nevertheless, held that the taxpayer was 
entitled to deduct accrued interest on its 
obligations. In Zimmerman Steel Company, 
supra, we differentiated that case from Pan- 
handle Refining Company, supra, saying that 
the Panhandle Refining Company case: 

“«e« . . involved the right to interest 
deductions for 1936 and 1937 by debtor 
taxpayer engaged in the oil business, pay- 
ments in large amounts on the indebted- 
ness had been made by taxpayer to its 
creditor each year from 1919 to the close 
of 1937, the creditor accrued the interest 
on its books as income, the condition of 
taxpayer’s business was improving, its prop- 
erties had doubled in value by 1936, in- 
creased in value in 1937, and at the time 
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of hearing were in still better. condition 
and of greater value, and its potential 
earnings were curtailed by proration or a 
limitation on production then in effect. 
As therein stated there was obviously no 
uncertainty as to payment. The case is 
therefore distinguishable.’ 


“The payment of interest upon its mort- 
gage indebtedness was as much an obliga- 
tion of the petitioner as the payment of 
the principal. We see no reason for dis- 
allowing the deduction of any part of the 
interest which accrued upon its outstand- 
ing indebtedness.” 


I. T. 3635 


The Butler Consolidated Coal Company 
case cites with approval I. T. 3635, 1944 
CB 101, in which the question propounded 
was whether interest which accrued during 
the years 1939 and 1940 on the obligations 
of a railroad employing the accrual method 
of accounting was deductible. The finan- 
cial condition of the railroad was such that 
there was no reasonable expectation of its 
paying the accrued interest in full. The 
railroad filed a petition under Section 77 
of the Bankruptcy Act, pertaining to rail- 
roads. The old bonds were to be ex- 
changed for securities with a smaller rate 
of interest. I. T. 3635 holds that the 
interest would continue to accrue as a 
deduction until the date of the transfer of 
the assets to the reorganized corporation: 


“Tt is held that the interest on the 
obligations of the M. Railroad Co. con- 
tinues to accrue as a deduction until the 
date of the transfer of the corporate assets 
to the reorganized corporation, since (1) 
the obligation to pay interest runs until 
the debt is extinguished by the exchange 
of the obligations of the debtor corpo- 
ration, for obligations of the reorganized 
corporation, and (2) the doubt as to the 
collectibility of such interest is not such 
a contingency as postpones the accrual of 
the liability until the contingency is re- 
solved. Accordingly, the full amount of 
interest accrued on the M. Railroad Co.’s 
obligations which were outstanding during 
the years 1939 and 1940 is allowable as a 
deduction for Federal income tax purposes 
for the respective years of accrual. The 
proposed plan of reorganization under 
which the obligations are to be replaced 
by new securities bearing reduced interest 
rates does not affect the accrual of inter- 
est, for Federal income tax purposes, for 
the years under consideration.” 


Remoteness of Contingency 


Where, however, the obligation to pay 
interest was so affected by contingencies 
that no reasonable person could assume 
the likelihood of eventual payment, no 
deduction was allowed. This was the situ- 
ation in the case of Prudence Securit es 
Corporation v. Commissioner [43-1 ustc 
7 9361], 135 F. (2d) 340 (CCA-2), aff’g 
[CCH Dec. 12,533-A] BTA memo. op. In 
this case a subsidiary corporation (the tax- 
payer) accrued interest on its bonds, which 
were wholly owned by its parent corpo- 
ration. The taxpayer corporation, keeping 
its books on an accrual basis, had issued 
Series A and Series B bonds, which pro- 
vided for interest. Interest accruals were 
made on the B bonds. The conditions 
under which the interest or the principal 
of the Series B bonds were to be paid, 
however, included (1) a completed event 
of default and (2) the requirement that all 
the bonds of Series A were to be paid, 
retired or redeemed or provided for in full. 
In other words, even in the event of de- 
fault, no interest on the Series B bonds 
was payable unless and until all the bonds 
of Series A had been paid or provided for. 
No obligation to pay interest on the Series 
B bonds arose until that contingency oc- 
curred. The court stated: 


“For here the contingencies, both in 
form and substance, affecting the future 
payment of the interest on the B bonds 
were such that in the taxable year no 
reasonable person could assume that pay- 
ment would ever be likely to occur. This 
is not a case where the unlikelihood of 
payment is due to the impending bank- 
ruptcy of the debtor, but one where indeed 
only events approximating the bankruptcy 
of the debtor could bring about any reason- 
able possibility of payment of interest on 
the B bonds. If ever there was a case 
where flimsy paper transactions were put 
forward as a basis for avoidance of tax, 
this 16 1.” 


Text of Deductibility 


In Northwestern Pennsylvania Gas Corpo- 
ration [CCH Dec. 13,705(M)], 3 TCM 52, 
the taxpayer, organized as a public utility 
holding company, issued its bonds in ex- 
change for stock of its subsidiaries. The 
stock was deposited as security for the 
bonds. Annual or periodic bond interest 
payment was contingent upon earnings, but 
the taxpayer's obligation to pay accumu- 
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ditional. 

Interest for the years 1933 through 1939 
was unpaid, but was accrued annually and 
deducted on the taxpayer’s income tax 
returns. In 1939 the entire amount of un- 
paid accrued interest was transferred to 
surplus by a book entry, but the entry 
was reversed as erroneous in 1942. ' The 
deduction claimed for interest accrued in 
1939 was held to be allowable. The court said: 
“The ability of a taxpayer to meet an 
obligation has never been used as a test of 
the genuineness of the obligation. Under 
respondent’s theory it would be necessary 
in every case involving the deductibility of 
an accrued liability to speculate as to the 
probability of the taxpayer’s ability to pay 
at the maturity date of the obligation. 
The statute permits no such test. It au- 
thorizes the deduction of interest ‘paid 
or accrued within the taxable year on 
indebtedness’. (Section 23 (b), Internal 
Revenue Code.) The indebtedness on which 
the interest is paid or accrued must be an 
unconditional and enforceable obliga- 
tion. . . . It is the certainty of the 
obligation to pay and not the ability of 
the obligor which determines the right to 
the deduction. Commissioner v. O. P. P. 
Holding Corporation [35-1 ustc 9179], 76 
F. (2d) 11; aff’g [CCH Dec. 8503] 30 
BTA 337. 

“We held in Panhandle Refining Co. 
that a taxpayer may not be deprived of the 
deduction of accrued interest ‘because of 
its precarious financiali condition’ and the 
possibility that the interest may not be 
paid. Even the knowledge that the accrued 
interest would in all probability not be 
paid because of the pending bankruptcy 
of the taxpayer obligor has been held not 
suficient to defeat the right to the deduc- 
tion. Zimmerman Steel Co. v. Commis- 
stoner. ; 

“The rule is of long standing that a 
taxpayer properly keeping its books on an 
accrual basis is not only permitted but is 
required to accrue and deduct the interest 
on its bonded indebtedness annually if the 
primary obligations are an ‘indebtedness’ and 
if the interest must in all event be paid. 
See Cumberland Glass Mfg. Co. [CCH Dec. 
930], 2 BTA 1122; Oregon Pulp & Paper 
Co. [CCH Dec. 12,835], 47 BTA 772, and 
cases therein cited. 

“There can be no doubt that under the 
provisions of the trust indenture which 
petitioners executed and under the terms 
Stated on the face of the bonds petitioner 
was legally obligated to pay both principal 


Deductibility of Accrued Interest 


upon maturity was uncon- 


and interest on the bonds. While these 
provisions do make the annual or periodic 
payments of interest conditioned upon net 
earnings they do not affect petitioner's obli- 
gation ultimately to pay the accumulated inter- 
est. The restricting provisions relate to the 
time of payment rather than to the certainty 
of payment.” (Italics supplied.) 


Clarke and Brainard Cases 


In the case of William A. Clarke [CCH 
Dec. 12,570-E], BTA memo. op. (1942), an 
accrual of interest on an indebtedness was 
disallowed primarily because the petitioner 
had failed to prove that he was entitled 
to report on an accrual basis. In addition, 
the particular facts of the case indicated 
no reasonable expectancy that the accrued 
interest would or could be paid. 

In the case of Millar Brainard [CCH 
Dec. 15,481], 7 TC 1180, Judge Opper, in 
an opinion which summarizes the Tax 
Court’s attitude briefly but well, refused 
to allow interest accruals because of the 
petitioner’s financial condition and the un- 
likelihood of payment. After reviewing the 
Zimmerman Steel Company, the Panhandle 
Refining Company and the Butler Consoli- 
dated Coal Company cases, and implying 
that the Tax Court was still not in accord 
with the Circuit Court’s reversal in the 
Zimmerman case, Judge Opper said: 


“The upshot is that where a taxpayer, 
even though on the accrual method, ac- 
crues items, the payment of which is ques- 
tionable because of his financial condition, 
the facts must be examined to determine 
to what extent there is a reasonable pro- 
spect that the payments will actually be 
made and the result reached must depend 
upon the ultimate conclusion of fact to 
which an examination of all the circum- 
stances brings us. 


“This means that ovr ultimate finding 
has in effect disposed of this branch of the 
present proceeding. Petitioner’s financial 
condition as to both assets and earnings, 
and the entire history of the transaction 
as far as it is revealed by the record, 
disclose the extreme improbability that the 
payments would ever be made. If we 
are empowered’ to consider the settlement 
with creditors made several years later, it 
reinforces this conclusion, since the amount 
finally received by them was not sufficient 
and was not intended to discharge the 
interest or in fact more than a_ small 
fraction of the principal.” 

This case, however, was appealed to the 
Seventh Circuit and reversed on June 27, 
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1947 [47-2 ustc $9306]. Unfortunately, 
no opinion was rendered by the Circuit 
Court, the case being decided in favor of 
the petitioner by stipulation of counsel. 


The Tax Court’s latest decision on this 
subject is D. J. Jorden [CCH Dec. 16,711], 
11 TC —, No. 110. Here deduction for 
accrued interest was allowed for two rea- 
sons: (1) there was a chance to pay and 
(2) appeal would have been taken to the 
Eighth Circuit, which decided the Zimmer- 
man case. 


Conclusion 


It may be concluded, therefore, that an 
accrual of interest on an indebtedness must 





| STATE INCOME 


Several bills introduced in the 
Arkansas legislature would make the 
following changes: define “capital as- 
sets,” “short-term capital gains” and 
“long-term capital gains” for the pur- 
pose of classifying gain derived from 
the sale or disposition of property; in- 
crease the oil and gas well deprecia- 
tion allowance to 27% per cent; and 
provide for the division of income of 
husband and wife without changing 
the exemptions. 


A Maryland bill proposes to set the 
rate for the taxable year 1949 on indi- 
viduals’ income at two per cent for the 
first $1,000 of taxable investment in- 
come and at five per cent of the amount 
of such income which exceeds $1,000. 


House Bill 148 in the Montana legis- 
lature increases the income tax rate 
as follows: on first $500 of taxable 
income, two per cent; on second $500, 
three per cent; on second $1,000, four 
per cent; on third $1,000, five per cent; 
on fourth $1,000, six per cent; and on 
all taxable income in excess of $4,000, 
seven per cent. A personal exemption 
of $600 is allowed each taxpayer and 
for each dependent. House Bill 196 
exempts from payment of income 
taxes certain benefits, compensation 
and allowances paid by the Veterans’ 
Administration of the United States 
to veterans of World Wars I and II 
who were residents of Montana at the 
time of enlistment. 








be made, that such an accrual is deductible 
if it must in all events be paid, and that 
the taxpayer is legally obligated to make 
such payment. This is so even though a 
substantial uncertainty of payment is pre- 
sent. On the other hand, if the payment 
of interest is surrounded by “ifs” which 
make payment so remote and far fetched 
that no reasonable person could fairly 
anticipate it, the Tax Court at least would 
deny the deduction. Whether other Courts 
of Appeals would follow the decision of the 
Eighth Circuit as exemplified by the 
Zimmerman case is open to question. 

[The End] 





TAX PROPOSALS 


Three bills in New York provide 
for the deduction of federal income 
taxes from income computed for state 
tax purposes and allow war veterans 
a personal exemption in addition to 
other exemptions. 


Looks like tax reduction in Oregon. 
House Bill 300 reduces the rate of tax 
one per cent in each existing bracket 
for tax years beginning on and after 
January 1, 1949, eliminates the de- 
ductibility of federal income taxes, 
reduces personal exemptions from 
$750 and $1,500 to $600 and $1,200 and 
amends return requirements accord- 
ingly. A Senate bill would provide for 
ratable taxation of lump-sum pay- 
ments for personal services covering 
thirty-six months or more. 

If a Pennsylvania bill proposing 
constitutional amendments authoriz- 
ing the imposition of a graduated in- 
come tax becomes law, the state would 





be but following its school districts. 
Another bill extends the four per cent 
corporate net income tax to the years 
1949 and 1950. 


No income tax for Texas. H.J.R. 
17 proposes to amend Section 1, Ar- 
ticle VIII, of the Texas Constitution, 
by providing therein that the legisla- 
ture, or any municipality or political 
subdivision of Texas, shall never tax 
incomes of natural persons or corpo- 
rations or levy any pay roll tax upon 
the salary or earnings of employees. 
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PRACTICE AND PROCEDURE 
IN THE UNITED STATES COURT OF CLAIMS 


THIS COURT IS ONE OF THREE FORUMS IN WHICH TAX-REFUND 
SUITS MAY BE INSTITUTED, AND TAX COUNSEL SHOULD BE 


FAMILIAR WITH ITS RULES 


. By JOHN E. McCLURE 





HE COURT OF CLAIMS was first es- 

tablished on February 25, 1855, by an act 
of Congress (Chapter 122, 10 Statutes 612) 
entitled “An Act to Establish a Court for 
the Investigation of Claims Against the 
United States.” Among several other acts 
relating to the Court of Claims were those 
of March 3, 1863 (Chapter 92, 12 Statutes 
765), and March 17, 1866 (Chapter 19, 14 
Statutes 9), 


In 1887 Congress gathered together the 
previously enacted statutes in respect to 
suits against the government in what is 
called the Tucker Act (Chapter 359, 24 
Statutes 505). 

In U. S. v. Klein, 80 U. S. 128 (1872), 
Mr. Chief Justice Chase, in speaking of the 
court, said: 


“It was urged in argument that the 
right to sue the Government in the Court 
of Claims is a matter of favor; but this 
seems not entirely accurate. It is as much 
the duty of the Government as of indivi- 
duals to fulfill its obligations. Before the 
establishment of the Court of Claims claim- 
ants could only be heard by Congress. 
That court was established in 1855 (10 
Stat. at L., 612), for the triple purpose 
of relieving Congress, and of protecting 
the Government by regular investigation, 
and of benefiting the claimants by affording 
them a certain mode of examining and 
adjudicating upon their claims. It was 
required to hear and determine upon claims 
founded upon any law of Congress, or 


upon any regulation of an executive de- 
partment, or upon any contract, express 
or implied, with the Government of the 
United States. 10 Stat. at L., 612. Origi- 
nally it was a court merely in name, for 
its powers extended only to the prepara- 
tion of bills to be submitted to Congress. 


“In 1863 the number of judges was 
increased from three to five, its jurisdiction 
was enlarged and, instead of being required 
to prepare bills for Congress, it was au- 
thorized to render final judgment, subject 
to appeal to this court and to an estimate 
by the Secretary of the Treasury of the 
amount required to pay each claimant. 
12 Stat. at L., 765. This court being of 
opinion that the provision for an estimate 
was inconsistent with the finality essential 
to judicial decisions, Congress repealed 
that provision. Gordon v. U. S., 2 Wall., 
561 (60 U. S., XVII, 921), 14 Stat. at L., 9. 
Since then the Court of Claims has exer- 
cised all the functions of a court, and this 
court has taken full jurisdiction on appeal. 
14 Stat. at L., 44.” 


In Ex Parte Bakelite Corporation, 279 U. S. 
438 (1929), Mr. Justice Van Devanter said: 


“4 the court is still what Congress 
at the outset declared it should be—‘a 
court for the investigation of claims against 
the United States’.” 

In Williams v. U. S., 289 U. S. 553 (1933), 
the Supreme Court of the United States, 
Mr. Justice Sutherland delivering the opin- 
ion, said of the Court of Claims: 


The author gratefully acknowledges the assistance of Maude Ellen White and 
Edward L. Updike, members of the District of Columbia Bar 
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“Tt is a court of great importance, deal- 
ing with claims against the United States, 
which, in the aggregate, amount to a vast 
sum every year. The questions which it 
considers call for the exercise of a high 
order of intelligence, learning and ability.” 


On June 25, 1948, a new code relating 
to the judiciary and judicial procedure 
(28 U.S.C. Sections 1-2180, inclusive) was 
enacted, effective as of September 1, 1948. 
The present statutory provisions relating 
to the Court of Claims are set forth 
therein. The sections of Title 28, United 
States Code, relating specifically to the 
Court of Claims are as follows: 171-175, 
inclusive; 372; 415; 451; 605; 791-795, in- 
clusive; 1255; 1491-1504, inclusive; 2110; 
and 2501-2520, inclusive. 


Decisions and orders of the Court of 
Claims are officially reported. These re- 
ports, designated “Court of Claims Re- 
ports,” are printed by the United States 
Government Printing Office. They now 
comprise 109 volumes. 

The only review of decisions of the Court 
of Claims is by the Supreme Court of the 
Jnited States, on certiorari or on certifica- 
tion of any question of law by the Court 
of Claims in any case as to which instruc- 
tions are desired. 


Composition 


The Court of Claims consists of a chief 
judge and four associate judges, all ap- 
pointed by the President by and with the 
advice and consent of the Senate. They 
hold office during good behavior, and each 
receives a salary of $17,500 a year. Thus, 
the judges of the Court of Claims receive 
the same salaries as are received by the 
judges of the United States Courts of 
Appeals for the ten circuits. 

A judge of the Court of Claims may 
retire on full pay after attaining the age 
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John E. McClure is a member of the firm of 
Miller & Chevalier, Washington, D.C. He isa 
member of the District of Columbia, Illinois and 
Maryland Bar Associations 


of seventy and after serving ten years 
continuously. Regardless of age, a judge 
of the Court of Claims who becomes per- 
manently disabled through the performance 
of his duties may retire from regular active 
service. If such retirement occurs after 
he has served ten years, he is retired on 
full pay. If it occurs before he has served 
ten years, he is retired on half pay. 


Commissoners 


The Court of Claims may appoint seven 
commissioners, who are subject to removal 
by the court. Each commissioner must 
devote all of his time to the duties of his 
office. The commissioners are authorized, 
in accordance with the rules and orders 
of the court, to fix times for hearings, 
administer oaths, examine witnesses, receive 
evidence and report findings of fact and 
recommendations for conclusions of law in 
cases assigned to them. 


Jurisdiction 


The jurisdiction of the Court of Claims 
is twofold: jurisdiction as to territory 
and jurisdiction as to subject matter. As 
to the jurisdiction of territory, one of the 
very early cases in the Court of Claims, 
Jones v. U. S., 1 Ct. Cls. 383, stated: 


ae its jurisdiction extends through- 
out the United States. It issues writs to 
every part of the country. Other 
courts are courts of the United States for 
particular States or districts; the Court of 
Claims is a court of the United States for 
the United States, and for no particular 
State or district.” 


As to subject matter, the Court of Claims 
has jurisdiction as follows: 

(1) To render judgment upon any claim 
against the United States (a) founded upon 
the Constitution; (b) founded upon any act 
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of Congress; (c) founded upon any regula- 
tion of an executive department; (d) founded 
upon any express or implied contract with 
the United States; (e) for liquidated or un- 
liquidated damages in cases not sounding 
in tort. 


(2) To report to either house of Congress 
on any bill referred to the court by such 
house, except a bill for a pension, and to 
render judgment if the claim against the 
United States represented by the referred 
bill is one over which the court has juris- 
diction under other acts of Congress. 


(3) To report to the head of any execu- 
tive department on any claim or matter 
involving controverted questions of law or 
fact and referred by him to such court, 
and to render judgment if the claim or 
matter referred is one over which the court 
has juridsiction under other acts of Congress. 


(4) To determine the amount, if any, 
due the United States by reason of any 
unsettled account of any officer or agent 
of, or contractor with, the United States, 
or a guarantor, surety or personal repre- 
sentative of any such officer, agent or 
contractor, where (a) the claimant or the 
person he represents has applied to the 
proper department of the government for 
settlement of the account; (b) three 
years have elapsed from the date of such 
application without settlement; and (c) no 
suit upon the unsettled account has been 
brought by the United States. 


(5) To render judgment upon any claim 
for damages by any person unjustly con- 
victed of an offense against the United 
States and imprisoned. 


(6) To render judgment upon any claim 
by a disbursing officer of the United States, 
or by his administrator or executor, for 
relief from responsibility for loss, in line of 
duty, of government funds, vouchers, rec- 
ords or other papers in his charge. 


(7) To render judgment upon any claim 
for damages to oyster growers on private 
or leased lands or bottoms arising from 
dredging operations or use of other ma- 
chinery and equipment in making river and 
harbor improvements authorized: by act of 
Congress. 


(8) To render judgment upon any claim 
against the United States for the recovery 
of the reasonable and entire compensation 
for the use or manufacture of an invention 
covered by a patent of the United States 
which has been used or manufactured by 
or for the United States without license 
of the owner thereof or lawful right to 
use or manufacture the article. 
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(9) To render judgment upon any claim 
for a penalty withheld from a contractor 
or subcontractor or under Section 324 of 
Title 40, United States Code. 


(10) To render judgment upon any set- 
off or demand by the United States against 
any plaintiff in such court. 

(11) To review, by appeal, final judgments 
in the District Courts in civil actions based 
on tort claims brought under Section 1346 
(b) of Title 28, United States Code, if 
the notice of appeal filed in the District 
Court has affixed thereto the written con- 
sent on behalf of all the appellees that 
the appeal be taken to the Court of Claims. 


No Jurisdiction 


The Court of Claims does not have juris- 
diction of the following: 


(1) Any claim for or in respect to which 
the plaintiff or his assignee has pending in 
any other court any suit or process against 
the United States, or any person who, at 
the time when the cause of action alleged 
in such suit or process arose, was, in respect 
thereto, acting or professing to act directly 
or indirectly under the authority of the 
United States. 


(2) Any claim for a pension. 


(3) Except as otherwise provided by act 
of Congress, any claim against the United 
States growing out of or dependent upon 
any treaty entered into with foreign nations 
or with Indian tribes. 


Tax-Refund Suits 


In view of the fact that this article 
pertains to taxes, let us from this point 
on limit our consideration to proceedings 
(other than those before the Bureau of 
Internal Revenue) for the refund of taxes. 


When the Bureau of Internal Revenue 
has failed to refund or credit taxes er- 
roneously paid or illegally exacted, such 
taxes may, on occasion, be recovered in 
any one of three forums and by any one 
of four types of proceedings. The forums 
are (1) the Tax Court of the United 
States, (2) a particular District Court of 
the United States and (3) the United 
States Court of Claims. 

The types of proceedings are: 

(1) An action in the Tax Court of the 
United States in cases in which the Com- 
missioner of Internal Revenue has mailed 
to the taxpayer a notice of deficiency under 
Section 272 (a) of the Internal Revenue 
Code, and the taxpayer has filed a petition 
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with the Tax Court. In such cases the 
Tax Court has exclusive jurisdiction to 
determine the amount refundable. (Code 
Section 322 (d).) Also, where the Com- 
missioner of Internal Revenue has rejected 
a claim for refund of excess profits tax 
involving certain specified abnormalities, 
the Tax Court has exclusive jurisdiction. 
(Code Section 732.) 


(2) An action at law against the col- 
lector of internal revenue who erroneously 
exacted the tax, in the appropriate District 
Court of the United States. When the 
taxpayer has once proceeded in the manner 
set forth in paragraph (1), he cannot later 
proceed in the manner set forth in this 
paragraph. 

(3) A suit against the United States in 
the appropriate District Court of the United 
States. (If the collector of internal revenue 
by whom the tax was collected is still in 
office, the District Court is without juris- 
diction when the claim exceeds $10,000.) 
If the taxpayer has proceeded in either of 
the manners set forth in paragraphs (1) 
and (2), he cannot later proceed in the 
manner set forth in this paragraph. 


(4) A suit against the United States in 
the Court of Claims. 


A proceeding of a type described in 
paragraphs (1), (2) and (3) will bar a 
later proceeding of the type described in 
this paragraph. 


A proceeding of the type described in 
paragraphs (2) and (3) will deprive the 
Court of Claims of jurisdiction even where 
the Court of Claims proceeding is the 
earlier instituted. 


There are certain dangers in a suit against 
the collector of internal revenue in the 
appropriate District Court of the United 
States. An action to recover taxes col- 
lected by credit cannot be brought against 
the collector. (Lowe Brothers Company 
v. U. S. [38-2 ustc $9307], 304 U. S. 302 
(1938).) In Hammond-Knowlton v. Hart- 
ford-Connecticut Trust Company [37-1 
ustc 79218], 89 F. (2d )175 (CCA-2, 1937), 
cert. den. 302 U. S. 707, the action was for 
refund of federal estate tax based on the 
right to a credit against the federal tax for 
amounts paid as state inheritance tax. In 
that case, the state tax was not paid until 
some time after final determination and 
payment of the federal tax. The court 
held that the suit could not be maintained 
against the collector, because the alleged 
overpayment resulted from the action of 
the Commissioner in disallowing a credit 
claimed by the taxpayer, rather than from 
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the wrongful collection of the tax by the 
collector. The logic of these two cases 
might be applied elsewhere. 


Quaere: Can the collector be sued for a 
refund where the tax was correct when 
paid but became erroneous as a result of a 
retroactive amendment of the law, or is 
claimed to have become excessive as a 
result of a carry-back of a net operating 
loss or of an unused excess profits credit? 


(See 60 Harvard Law Review 685.) 


Often, therefore, the first matter to be 
determined is the forum for the proceeding. 
This determination is of the utmost im- 
portance. As previously stated, in certain 
circumstances the Tax Court has exclusive 
jurisdiction; under other circumstances the 
Court of Claims may have exclusive 
jurisdiction; under still other circumstances 
a District Court may have exclusive juris- 
diction; and under some circumstances the 
proceeding may be instituted in either of 
two or more of the tribunals mentioned. 
When it has been determined that two or 
more of the tribunals have jurisdiction, 
there remains the necessity to decide which 
tribunal is most likely to give careful and 
favorable consideration to the taxpayer's 
position. 


In this connection we may recall the 
statement of the Supreme Court of the 
United States in the [Villiams case, supra, 
that the Court of Claims “is a Court of 
great importance, dealing with claims against 
the United States Government, which, in 
the aggregate, amount to a vast sum every 
year. The questions which it considers call 
for the exercise of a high order of intelli- 
gence, learning and ability.” 


Another element often makes it desirable 
to take a case to the Court of Claims 
rather than to the Tax Court or a District 
Court, namely, the manner in which proof 
is taken. For instance, in the Tax Court, 
and especially in the District Court, it is 
generally necessary to present all of the 
evidence at one continuous trial. Under the 
procedure in the Court of Claims, however, 
the evidence may be presented piecemeal, that 
is, at different times and at different places. 
This gives an excellent opportunity to 
check and double-check the record as it is 
being made. It gives you that sense of 
security and confidence which we all would 
have if we built our cases under the hind- 
sight way of thinking. 


Of course, this also gives the government 
counsel an opportunity to check and double- 
check his work; but you, as a lawyer, 
should not be bothered by that. Your 
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primary duty to your client is to see that 
no important evidentiary fact is omitted 
from the record, and thus to avoid the 
stigma which attaches to failure of proof 
through omission of important evidence. 


Here we may also take into consideration 
that in the Court of Claims the concurrence 
of three judges is necessary to any decision, 
whereas in the Tax Court the decision is 
often made by one judge. In the District 
Courts the decision is always by one judge, 
although the taxpayer may upon request 
be afforded a jury trial, but only in suits 
against the collector. This right to a jury 
trial is seldom exercised. Most lawyers, 
we believe, generally would prefer to have 
their cases heard by three or more judges, 
rather than by one judge or by a jury. 


The choice of the original forum may 
also depend somewhat on the possibility 
and manner of review of its decisions. All 
decisions of the District Courts of the 
United States and of the Tax Court (except 
certain of those relating to abnormalities) 
are subject to review by one of the United 
States Courts of Appeals for the ten cir- 
cuits or the United States Court of Appeals 
for the District of Columbia; the decisions 
of those courts in tax matters are, in 
turn, reviewable by the Supreme Court of 
the United States upon grant of a writ of 
certiorari. In contrast, decisions of the 
Court of Claims are subject to review only 
by the Supreme Court of the United States 
in those cases in which that Court, upon 
petition, grants certiorari. 


When the foregoing and all the other 
factors are considered, it is often found 
desirable that a particular tax proceeding be 
instituted in the Court of Claims, rather 
than in the Tax Court or a District Court 
of the United States. In other instances, 
however, one of the latter tribunals may 
be chosen for the proceeding. The attorney 
must also keep current his knowledge of 
the opinions and decisions of the various 
courts, so that where there is a choice as to 
the forum in which to initiate his proceed- 
ings, he will be familiar with the views of 
the courts and the trends of their decisions 
on any particular question. 

Let us now consider a case in which the 
attorney has decided, all things considered, 
that the Court of Claims is the most advan- 
tageous forum before which to be heard. 


Conditions Precedent to Suit 


Three conditions must exist before a tax 
suit may be maintained in the Court of 
Claims: 
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(1) The tax sued for must have been 
paid. 

(2) A timely and sufficient claim for 
refund must have been filed. 


(3) The suit must be brought within the 
applicable period of limitation. 


These three conditions will be discussed 
in the order stated. 


Payment of Tax 


It is hardly necessary to point out the 
obvious fact that the tax sued for must 
have been paid. The Federal Declaratory 
Judgment Act does not apply to tax con- 
troversies. The original act of June, 1934 
(48 Statutes 955), did not exclude tax 
cases; but in August, 1935, Congress, in 
Section 405 of the 1935 Revenue Act, spe- 
fically excluded tax cases. 


It is not necessary, however, that the 
entire tax be paid as a condition precedent 
to bringing suit. Thus, suit for recovery 
of an overpayment involved in the first two 
installments of income tax may be in- 
stituted before the entire tax for the taxable 
year has been paid. (Coates v. U. S. [40-1 
ustc J 9447], 111 F. (2d) 609 (CCA-2, 1940) ; 
Sirian Lamp Company v. Manning [41-2 ustc 
7 9753], 123 F. (2d) 776 (CCA-3, 1941).) 


Claim for Refund 


Section 3772 (a) (1) of the Internal 
Revenue Code provides: 


“No suit or proceeding shall be main- 
tained in any court for the recovery of any 
internal revenue tax alleged to have been 
erroneously or illegally assessed or collected, 
or of any penalty claimed to have been 
collected without authority, or of any sum 
alleged to have been excessive or in any 
manner wrongfully collected until a claim 
for refund or credit has been duly filed 
with the Commissioner, according to the 
provisions of law in that regard, and the 
regulations of the Secretary established in 
pursuance thereof.” 


The form and content of a claim for 
refund are not prescribed in the statute, 
but are set forth in Regulations 111, Section 
29.322-3. 


The Regulations provide that claims for 
refund, whether for taxes, interest or penal- 
ties, are to be made on Form 843. Claims 
are to be filed with the collector of internal 
revenue to whom the taxes were paid, and 
a separate claim should be filed for each 
tax period. 
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The Regulations also provide that the 
claim must set forth in detail and under 
oath each ground relied upon for refund 
and the facts sufficient to apprise the Com- 
missioner of the basis thereof. At one time 
the requirements were not as strict; but 
several years ago the Commissioner tightened 
his regulations, and he now requires specific 
assignments of grounds relied upon and the 
essential facts in support thereof. 


Thus, it behooves one preparing a claim 
for refund to be most careful. Be it other- 
wise, litigation is likely to be in the offing. 
Let me recall the case in which the taxpayer 
filed a claim for refund, setting forth the 
ground that he was entitled to a deduction 
for obsolescence. At the trial the taxpayer 
sought the deduction for a loss resulting 
from abandonment. The court held that 
this was a departure from the grounds 
stated in the claim and could not be used 
as a basis for recovery. Of course, the 
solution to this problem is to cover in 
the claim every conceivable ground, even 
to the extent of including inconsistent 
grounds, a permissible measure. 


Another question which often arises is 
whether a claim can be amended after the 
statute of limitations for filing a new claim 
has run. This question has been fairly well 
litigated. Court decisions indicate that if 
the claim has not been rejected, it can be 
amended, but that if the Commissioner has 
allowed or rejected the claim, no amend- 
ment is permissible. 


In whose name should the claim for re- 
fund be filed? The taxpayer’s, always. But 
often this question arises: Who is the tax- 
payer? Suppose the taxpayer was an in- 
dividual, and is now dead; or suppose it 
was a corporation, and is now out of 
existence through liquidation, merger or 
consolidation. In these cases the claim 
should be in the name of the taxpayer; if 
the taxpayer is an individual, the claim 
should be signed by the executor or ad- 
ministrator; if the taxpayer is a corporation, 
the claim should be signed by the successor 
in interest, whether a successor corporation 
or liquidating stockholders. 


Period of Limitations 


Section 3772 (a) (2) of the Internal 
Revenue Code provides: 


“No such suit or proceeding shall be 
begun before the expiration of six months 
from the date of filing such claim unless 
the Commissioner renders a decision thereon 
within that time, nor after the expiration 
of two years from the date of mailing by 


registered mail by the Commissioner to the 
taxpayer of a notice of the disallowance of 
the part of the claim to which such suit 
or proceeding relates.” (Italics supplied.) 


Note the two conditions: first, that no 
suit is to be commenced within six months 
from the date of filing the claim unless the 
Commissioner acts thereon within that time; 
second, that if the Commissioner disallows 
the claim, he must mail to the taxpayer 
by registered mail a notice of such dis- 
allowance, and the suit must be commenced 
within two years after the mailing of the 
notice. (Section 3772 (a) (3) of the In- 
ternal Revenue Code specifically provides 
that any reconsideration of a claim for 
refund by the Commissioner after he has 
mailed the notice of disallowance does not 
operate to extend the time for filing suit.) 


A provision in the Code which is seldom 
used because of the almost universal ignor- 
ance of it is contained in Section 3774 (b) 
(2). This provides that a taxpayer and 
the Commissioner may agree in writing to 
suspend the running of the statute of limita- 
tions for filing suit from the date of the 
agreement to the date of the final decision 
in one or more named cases then pending 
before the Tax Court or other federal 
courts. The purpose is to minimize litiga- 
tion. The Commissioner furnishes Form 
907 for this purpose, and the form probably 
can be secured from the office of any 
collector of internal revenue or agent in 
charge. Neither party commits himself to 
abide by the result of the decision in the 
named case. 


When all the conditions precedent to 
suit have been met, it is time to consider 
the procedure before the Court of Claims. 


Procedure 


First of all, if counsel for the taxpayer 
has not been admitted to practice before 
the Court of Claims, he should proceed 
forthwith to make application for admis- 
sion. Any person of good moral char- 
acter who has been admitted to practice 
in the Supreme Court of the United States, 
the highest court of the District of Colum- 
bia or in the highest court of any state 
or territory, and is in good standing therein, 
may be admitted to practice as an attorney 
before the Court of Claims. (Rule 3 of 
the rules of the Court of Claims.*) 

Next, the attorney should obtain a copy 
of the rules of the Court of Claims, as 
amended to date (it should be noted that 





* All references to rules hereinafter are to the 
rules of the Court of Claims. 
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changes were made in these rules effective 
as late as November 10, 1948), and should 
study them carefully. If he has had con- 
siderable experience in other courts, he 
should not have any particular difficulty 
in following the rules of the Court of 
Claims; but if he has had very little practice 
in the courts, it is advisable to consult 
with the clerk of the Court of Claims, or 
with some older and more experienced 
lawyer in whom he has confidence, before 
taking further steps with respect to the 
proceeding. 


The attorney should be careful that the 
suit is brought within the statutory time, 
generally not less than six months from 
the filing of the claim for refund when the 
claim has not been rejected, and usually 
within two years from the date of the 
rejection when the claim for refund has 
been rejected. The exceptions relate to a 
proceeding involving an account stated and, 
possibly, in certain instances, to proceedings 
involving only interest or penalties which 
have been collected along with the tax. 


Commencement of Proceeding 


Suits in the Court of Claims are usually 
commenced by the filing of a printed peti- 
tion, verified by an affidavit of the plaintiff, 
his agent or attorney, and filed in the office 
of the clerk with thirty-four additional 
printed copies, fifteen copies of which the 
clerk forwards to the Attorney General. 
The court, on motion accompanying a type- 
written petition assigning good and suffi- 
cient cause, may waive or postpone printing 
of the petition. When printing of the 
petition is waived, twelve legible typewritten 
copies thereof, four of which are for the 
Attorney General, are to be filed. (Rule 1.) 


Petitions, pleadings and motions on the 
part of the plaintiff are to be signed by 
the attorney of record. (Rule 8.) If the 
plaintiff is an executor, administrator, next 
of friend or guardian, receiver, trustee in 
bankruptcy or other representative appointed 
by a judicial tribunal, a duly authenticated 
copy of the record of the appointment 
should be filed with the petition, or within 
such time thereafter as the court, on mo- 
tion accompanying the petition, may allow. 
(Rule 9.) 


Petition 


The petition must contain: 


(1) The title of the action with the full 
name of all the plaintiffs. 


Court of Claims 


(2) A plain statement of the facts, giving 
date and place, free from argumentative 
or impertinent matter. 


(3) Any action on the claim taken by 
Congress or by any department of the 
government. 


(4) A statement as to whether there has 
been an assignment or transfer of the claim, 
or of any part of the claim, and, if so, when 
and upon what consideration. 


(5) A statement that the plaintiff is 
justly entitled to recover the amount claimed 
after allowing all just credits and offsets. 


(6) A statement that the plaintiff, in- 
cluding any prior owner, if any, of the 
claim, has at all times borne true allegiance 
to the Government of the United States 
and has not in any way voluntarily aided, 
abetted or given encouragement to rebellion 
against the government, an allegation as to 
true allegiance not being required of those 
who are not citizens of the United States. 
(Apparently this requirement has been 
omitted from the new Federal Judicial Code, 
which became effective September 1, 1948.) 
(Rule 10.) 


Aliens are not privileged to sue in the 
Court of Claims unless their government 
accords to citizens of the United States 
the right to prosecute claims against their 
government in its courts. 


If the claim is founded upon an act of 
Congress or upon the regulation of an 
executive department or independent estab- 
lishment, the act and the section thereof 
on which the plaintiff relies must be specified 
and the particular regulation of the de- 
partment or independent establishment 
stated, but need be referred to only in spe- 
cific terms sufficient to identify the act or 
regulation. (Rule 11.) 


If the claim is founded on a contract 
with the United States, the substance of 
the contract must be set forth in the peti- 
tion. If the contract is in writing, the 
original or a copy thereof must be annexed 
to the petition. All parts of a contract 
immaterial to the claim or to the relief 
sought may be omitted. The plaintiff 
may, instead of printing the contract in 
the form required, file twelve or more 
photostatic copies. (Rule 12.) 


There are other requirements, too numer- 
ous to list here, which should be fulfilled. 


No Jury Trial 


Congress deemed it wise not to provide 
for a jury trial in the Court of Claims, 
but to have the case heard by a court com- 
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posed of five judges, the concurrence of 
three judges being required in each decision, 
and three members being sufficient for the 
transaction of business. 


As a rule the chief judge and four as- 
sociate judges sit in each case in the Court 
of Claims, and it is rare that even one is absent. 


Deposition 


In any Court of Claims case not referred 
to a commissioner of the court, any testi- 
mony taken therein must be by deposition 
taken before a reporter-commissioner, a 
judge of a court of record in a state or 
territory of the United States, a United 
States commissioner or a notary public. 
(Rule 54.) 


The party proposing to take depositions 
on oral examination must, except when the 
depositions are taken by agreement, give 
five days’ notice to the other party or to 
his attorney. (Rule 55.) 


Under certain circumstances further no- 
tice of one day or more must be given. 
(Rule 56.) 


Other requirements with respect to dep- 
ositions are set forth in Rules 57 to 71, 
inclusive. 


Procedure Before Commissioners 


When a case has been referred to a com- 
missioner of the Court of Claims and proof 
has been closed by both parties, the com- 
missioner proceeds to ascertain the facts, 
including ultimate facts, considered by him 
to be established by the evidence, and makes 
a report of his findings to the court within 
a reasonable time. (Rule 40.) 


If the proof has not been closed at the 
time of the reference to a commissioner, the 
commissioner notifies the parties to produce 
before him the witnesses or evidence at 
such time and place as he may designate. 
(Rule 41.) 


Other provisions relating to the com- 
missioners of the court are set forth in 
Rules 42 and 43. 


The commissioner rules upon the mater- 
iality, relevancy or admissibility of any 
evidence offered and upon the form of any 
question asked. If objection is made to the 
form of the question and is sustained by 
the commissioner, the question should, if 
possible, be reframed to comply with the 
ruling of the commissioner. If objection 
is made to the evidence sought to be 
elicited by a question, the commissioner 
rules thereon. In the event the ruling is 








adverse to the party offering the evidence, 
that party may take exception to the rul- 
ing and make an offer of proof, which offer 
should consist of a succinct statement of 
the evidence sought to be elicited by the 
question. When documentary evidence is 
offered, and objection is made to that evi- 
dence and sustained, an exception may be 
taken to the objection. The reporter should 
mark the document or documents for identi- 
fication and file them with the transcript 
of the testimony and evidence in the case. 
Any exceptions so taken will be considered 
by the court at the hearing on the report 
of the commissioner. (Rule 44.) 


Upon the closing of proof in any case re- 
ferred to a commissioner of the court, the 
parties have, unless the commissioner other- 
wise directs, thirty days thereafter, running 
concurrently, within which to file with the 
commissioner proposed findings of fact. 
Such requested findings of fact need not 
be printed. (Rule 45.) 


Thereafter the commissioner will proceed 
to ascertain the facts from the evidence of 
record and make a report of his findings 
to the court. He files with his report the 
evidence produced by the parties or pro- 
cured by himself. Upon the filing of the 
commissioner’s findings, the clerk will mail 
a notice of that fact and a copy of the 
findings to the parties. (Rule 45.) 


Exceptions 
to Commissioner’s Report 


After the commissioner has filed his re- 
port, each party has thirty days from that 
date in which to file printed exceptions 
to the report, unless, for cause shown, the 
court extends the time. Each exception, at 
the end thereof, must list appropriate refer- 
ences to the parts of the record relied upon 
for its support. (Rule 46.) 


Plaintiff's Brief 


When the case is submitted on docu- 
mentary evidence or depositions without 
any hearing before a commissioner of the 
court, the plaintiff has sixty days from the 
conclusion of the taking of the evidence 
on both sides within which to file in the 
clerk’s office thirty-five printed copies of 
his request for findings of fact and brief, 
ten copies of which are retained by the clerk 
for making up the trial record, and ten 
copies of which are furnished to the Attorney 
General. (Rule 79.) 


When there is a report of a commissioner 
of the court in the case, and no exceptions 
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thereto are filed by the plaintiff, the plaintiff 
has thirty days from the date of the filing 
of the report within which to file his brief. 
When exceptions are filed by the plaintiff, 
he is granted fifteen additional days from 
the date of the filing of his exceptions, or 
a total of forty-five days, within which to 
file his brief. (Rules 79 and 46.) 


The brief should begin with a clear state- 
ment of the plaintiff’s case and should 
include in the statement references to parts 
of the record. The plaintiff must present 
and discuss in his original brief all proposi- 
tions upon which he relies for a recovery. 
Briefs citing Supreme Court cases relied 
upon must designate the volume and page 
as they appear in the official Supreme Court 
reports, and not as they appear in other 
publications reporting Supreme Court cases. 
(Rule 79.) 


Defendant's Brief 


In cases in which the evidence is docu- 
mentary or the testimony is taken by deposi- 
tion, the defendant has forty-five days from 
the filing of the plaintiff’s request for find- 
ings of fact and brief within which to file 
his own objections to the plaintiff’s request, 
and to file his own request for findings of 
fact and brief. (Rule 80.) 


In those cases in which there is a com- 
missioner’s report, the defendant has thirty 
days from the filing of the plaintiff’s brief 
within which to file his own brief. (Rules 
80 and 46.) 


Plaintiff’s Reply Brief 


Within twenty days after the filing of the 
defendant’s brief, the plaintiff may file a 
printed reply brief. (Rule 81.) 


Statements of fact or propositions of law 
presented in the defendant’s brief as matters 
of defense which are not properly within 
the scope of the plaintiff’s original brief 
may be discussed by the plaintiff in a reply 
brief, but matters within the proper scope 
of the original brief must not again be 
discussed in the reply brief. (Rule 81.) 


Hearing 


When briefs have been filed by both sides 
and the rules of the court have otherwise 
been complied with, the parties may submit 
such case on written stipulation on the 
blank form provided for that purpose by 
the clerk. (Rule 90.) The author is advised 
by reliable authority, however, that the 
judges prefer to hear oral argument. 
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When the action set forth in the im- 
mediately preceding paragraph is not taken, 
the case will appear, in due course, on the 
monthly trial calendar, and will be assigned 
for hearing before the court. (Rule 88.) 


This is your one day in court, so to 
speak. All the preparation and work in 
connection with the case, probably extend- 
ing over a period of many months, and 
sometimes years, must now result in a 
program which must be executed in a period 
of, generally, one hour—sometimes less, 
sometimes more, depending upon the nature 
of the issue and the view of the court. 
You should be so prepared for the argument 
of your case that no delay will be occasioned 
on your part. You should so carefully 
practice stating the facts that the court 
will be able to piece all the parts together 
into the clear and complete picture you are 
seeking to present. 


Attorney's Duty 


Be absolutely frank in stating the facts 
and the law and argument applicable to them. 
Never try to mislead the court in the 
slightest way, either as to the facts or as 
to the law. If you do, your opponent or 
the judges of the court are sure to point 
out your mistake, and the court may im- 
mediately lose confidence in everything you 
have said. You are under no obligation to 
win your case in all events. Your duty to 
the court, to the profession, to your client 
and to yourself is the same. Your sole 
obligation to your client is to represent him 
to the best of your ability, but always in 
an honorable manner. It is your duty not 
to make any misrepresentations whatever. 


Never leave out of the record something 
which is admissible in the hope that by 
leaving it out you will gain a favorable 
decision. Put into the record all the rele- 
vant facts; then, if you lose the case, you 
can sleep with an easy conscience. Once 
you leave out some important fact, and 
then receive an unfavorable decision, the 
chances are that you will have a disgruntled 
client. This is especially true if the client 
is the type of man who, with a view of 
gaining a favorable decision, will suggest 
or willingly agree that some fact be omitted 
from the record. 


Motion for New Trial 


Whenever either party desires to question 
the correctness or the sufficiency of the 
court’s conclusion on its findings of fact 
or to amend the conclusion, the complain- 
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ing party should file a motion for a new 
trial. Ordinarily, this motion must be filed 
within twenty days from the time the judg- 
ment of the court is announced. (Rule 91.) 


A motion for a new trial may be founded 
upon one or more of the following: error 
of fact, error of law or newly discovered 
evidence. (Rule 92.) Further requirements 
in connection with such motions are dealt 
with in Rules 93 to 97, inclusive. 


Under appropriate circumstances 
court is authorized to grant a new trial. 


the 


Review of Decision 


As stated, the only review of decisions 
of the Court of Claims is by the Supreme 
Court of the United States on certiorari. 
The party seeking a writ must familiarize 
himself with the rules of the Supreme Court 
as to preparation of the record, contents of 
his petition and brief, timeliness of filing 
and the procedure in general—all of this 
being beyond the scope of my present subject. 


Procedure After Judgment 


If the parties have been unable to settle 
the case and the case has gone to trial, 
resulting in a judgment for the plaintiff, 
the refund is not automatically paid as a 
matter of course. The requirements are 
that another claim for refund be filed on 
Form 843, in duplicate, directly with the 
Commissioner of Internal Revenue, Wash- 
ington, D. C. Two certified copies of the 
final judgment should be attached to the 
claim. (See Regulations 111, Section 
29.322-6.) 


Settlement of Suits 


A great many of the tax suits instituted 
in the Court of Claims are disposed of by 
settlement. During the years 1943 and 1944, 
fifty-three such cases were tried and sixty- 
three were settled within the Department of 
Justice. While at the present time the 
cases settled without trial might not equal 
the number of cases tried, a substantial 
number are disposed of by settlement. Af- 
ter suit has been brought in the Court of 





Claims, counsel for the plaintiff should 
make every reasonable effort to settle the 
case without trial. After the case has been 
assigned to one of the attorneys in the 
Department of Justice and the answer has 
been filed, the plaintiff’s counsel should con- 
fer with government counsel, with the end 
of disposing of the case without incurring 
further expense on behalf of his client. 


The usual procedure is to discuss the 
matter of settlement with the Department 
of Justice attorney to whom the case has 
been assigned and, if a satisfactory basis 
is reached, to submit to the Attorney Gen- 
eral an offer of settlement on that basis. 


When the appropriate officials have given 
final approval to the proposed settlement, 
counsel for the plaintiff should prepare and 
sign a motion to dismiss with prejudice, 
which he should deliver to the attorney in 
the Department of Justice who is handling 
the case, together with a letter of trans- 
mittal stating that the motion may be filed 
with the clerk of the Court of Claims im- 
mediately upon the refund of the amount 
agreed upon in the settlement to the plain- 
tiff. The Department of Justice then sends 
the case to the Office of the Commissioner 
of Internal Revenue for an administrative 
settlement. Although it is not necessary to 
do so, the plaintiff’s attorney should notify 
the Office of the Attorney General when the 
refund check has been received by the client. 


Proposed Revision of Rules 


The author understands that presently 
the court has under consideration proposed 
changes in its rules of practice and pro- 
cedure; that the rules as revised will con- 
form to the new Federal Judicial Code, 
enacted June 25, 1948, and effect: Septem- 
ber 1, 1948. He also understa chat the 
revised rules will include a rule io: pretrial 
procedure similar to the rule in the Federal 
Rules of Civil Procedure; further, that the 
rules will require a more complete and 
responsive answer by the Attorney General 
to the plaintiff’s petition. These steps, it 
would seem, are necessary if the court is 
to keep current with modern practice. 


[The End] 
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Charts for Computing Estate Tax 
with Deductible Charitable Remainders 


By R. L. ROCKEFELLER |. apPpLYING THE FEDERAL AND NEW 
YORK ESTATE TAX RATES TO CERTAIN TAXABLE LEGACIES 





This article appeared originally as 

“Formula for Computing Estate Tax 

with Charitable Residuary” in The 

Journal of Accountancy for Decem- 
ber, 1948 


N ESTATES in which the decedent has 

bequeathed the residuary to charity, 
there is a popular misconception that the 
estate tax assessed is an unfair tax on tax 
itself. This idea was so prevalent that the 
tax law for a few years was revised. 


This misconception arises from the method 
of arriving at the tax, which is to make the 
estate tax such a figure that the tax on the 
sum of the legacies, excluding charities, plus 
the tax itself, equals the tax. 


Without the use of algebraic formulae or 
the tables shown below, the method of ar- 
tiving at the unknown figure would be to 
calculate the tax on such legacies, calculate 
the tax again on the tax so arrived at, and 
so on ad infinitum until a figure of zero was 
reached. 


If a New York resident teft an estate of 
$2,000,000 net of debts and administration 
expenses, with $900,000 to go to charity 
and the remainder to his family, the estate 
tax would obviously be on the $1,100,000 
remainder before taxes, and the total fed- 
eral and New York estate taxes as computed 
in the ordinary way would be $352,000. His 
family would receive the $748,000 difference. 

If the decedent’s will provided instead 
that his family should receive $748,000, with 
the remainder to charity, the estate tax 
would be $352,000. The charity would re- 
ceive the difference of $900,000, or exactly 


the same result as achieved above, which 
explains the purpose of the tax regulations. 


The testator usually provides a fixed amount 
for his general legatees, with the remainder 
to charity, in order that the general legatees 
will not suffer in case of a decrease in the 
size of his estate subsequent to the date of 
signing his will. As shown above, if he 
could foresee the exact size of his estate, it 
would make no difference whether the 
charitable bequest was outright or residuary. 


To calculate the tax in the case in which 
general legacies amounted to $748,000 and 
the net estate was $2,000,000, with the re- 
mainder to charity, numerous methods and 
formulae could be used. The total of estate 
taxes on $748,000 is $217,526; the tax on the 
$217,526 is 36.2 per cent on $62,000, or 
$22,444, and 38.2 per cent on $155,526, or 
$58,410.93. The total tax is $80,854.93. The 
tax is again computed on $80,854.93 and the 
computation continued until a zero figure 
is reached. This method is obviously too 
time consuming. 


Various formulae which considerably re- 
duce the labor involved have been published. 
They require some knowledge of algebra 
and are also somewhat complicated. 


Using the simple basis of the tax itself, 
which is that the tax is on the taxable leg- 
acies plus the tax itself, the writer has de- 
veloped the following tables, which show 
the actual tax based on the taxable legacies. 


In the example above, the table for New 
York State (without five per cent discount) 
shows a tax of $352,000 on taxable legacies 
of $748,000. If the taxable legacies were 


The author is a specialist in tax and accounting problems of trusts and estates, 
with offices in New York City 
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$750,000, the tax on the extra $2000 would 
be arrived at by using the effective rate at 
such bracket, which is as follows: 


437,260 — 352,000 852,260 





872,740 — 748,000 124,740 
The actual percentage is shown in the 
case of New York State with five per cent 
discount, but in the other tables the fraction 
as shown above is a simpler figure to work 


Florida (80% credit) net estate 
General legacies . 


In trust for life—due to charity... 


CALCULATION 


Taxable—general legacy . 
P. V. trust before taxes 
6 (3/5ths) x $400,000..... 


Adjusted rate: 
3/5ths x 8/17ths 
1-24/85 tax 
Tax 


I ll 


= 85/109ths 


PROOF 


In trust . 
Less tax . 


Residue 


Present value .6 
General legacies . 
Taxes 


Taxable estate . 


Tax on 
ie 





* Tax on 
Tax on 


$414,300 
244,300 


$145,700 
65,700 








$170,000 $80,000 
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with than the percentage would be. 


For adjustments such as a $20,000 New 
York exemption at one per cent, the base 
of $748,000 is increased by $200 to $748,200; 
the tax of $352,000 is decreased by $200 to 
$351,800. Other types of adjustments are 
treated in the same manner as in any ordi- 
nary estate tax calculation. 

Where the residue is left in trust, the cal- 
culation and proof are as follows: 


Charitable Remainder in Trust 


eee. $600,000 
. 200,000 


ne aca ce ET A SUERTE ARID SOENOPET, $400,000 


P. V. (present-value) factor at age of life tenant = .6 


Estimate of bracket (over $200,000 less than $400,000) 
oe ES ee eter te. $244,300 $ 65,700.00 


195,700 92,094.12 


$157,794.12 


$157,794.12 
123,050.47 


$400,000.00 
123,050.47 


$276,949.53 


$166,169.72 
200,000.00 
123,050.47 


$489,220.19 


$310,000.00 
179,220.19 


65,700.00 
47,350.57 


$123,050.47 


Ratio 





= 8/17ths (47,058823%) 
$170,000 
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80% Credit States New York State 
Federal Federal & Federal & N.Y. Per Cent 

Taxable & State Taxable N.Y.Estate Taxable Estate Tax Rate 
Legacies Tax Legacies Tax Legacies 5% N.Y. Disc. Next Block 
60,000 —— 59,400 600 59,430 570 4.11244 
64,850 150 64,200 800 64,232.50 767.50 8.63661 
69,500 500 68,800 1,200 68,835 1,165 13.57183 
78,400 1,600 77,600 2,400 77,640 2,360 17.57790 
87,000 3,000 86,100 3,900 86,145 3,855 23.38063 
95,200 4,800 94,200 5,800 94,250 5,750 28.45215 
103,000 7,000 101,980 8,020 102,035 7,965 33.60053 
110,500 9,500 109,460 10,540 109,520 10,480 39.17884 
+ 131,000 19,000 131,075 18,925 39.47001 
139,300 20,700 138,160 21,840 138,245 21,755 43.47202 
— — 166,000 34,000 166,125 33,875 43.78145 
—. —. 235,400 64,600 235,675 64,325 44.09222 
244,300 65,700 242,320 67,680 242,615 67,385 48.36795 
—. —. 370,000 130,000 370,675 129,325 48.69888 
414,300 145,700 410,200 149,800 411,025 148,975 55.64202 
—. — 499,800 200,200 500,975 199,025 56.00624 
576,800 233,200 569,980 240,020 571,485 238,515 61.03060 
—- — 625,600 274,400 627,375 272,625 61.42050 
734,300 325,700 724,160 335,840 726,495 333,505 66.80567 
— — 748,000 352,000 750,475 349,525 67.22408 
886,800 423,200 872,740 437,260 876,055 433,945 76.05634 
1,031,800 528,200 1,013,740 546,260 1,018,055 541,945 85.87361 
— —. 1,035,100 564,900 1,039,575 560,425 86.39329 
1,306,800 753,200 1,279,820 780,180 1,286,365 773,635 101.40987 
— — 1,299,500 800,500 1,306,225 793,775 102.02020 
1,561,800 998,200 1,524,900 1,035,100 1,533,925 1,026,075 119.78022 
— — 1,542,900 1,057,100 1,552,125 1,047,875 120.50717 
1,796,800 1,263,200 1,748,980 1,311,020 1,760,735 1,299,265 136.12751 
—. — 1,765,700 1,334,300 1,777,675 1,322,325 136.96682 
2,016,800 1,543,200 1,957,060 1,602,940 1,971,795 1,588,205 155.10204 
—. —- 1,972,500 1,627,500 1,987,475 1,612,525 156.08195 
2,221,800 1,838,200 2,149,140 1,910,860 2,167,105 1,892,895 185.30670 
— — 2,162,900 1,937,100 2,181,125 1,918,875 186.53295 
2,591,800 2,468,200 2,491,220 2,568,780 2,516,165 2,543,835 223.62460 
—_— — 2,503,300 2,596,700 2,528,525 2,571,475 225.20325 
2,921,800 3,138,200 2,791,300 3,268,700 2,823,725 3,236,275 260.36036 
—. —— 2,802,100 3,297,900 2,834,825 3,265,175 262.31884 
3,221,800 3,838,200 3,059,380 4,000,620 3,099,785 3,960,215 306.50407 
— —- 3,068,900 4,031,100 3,109,625 3,990,375 308.99796 
3,491,800 4,568,200 3,295,460 4,764,540 3,344,345 4,715,655 366.20047 
-— —_— 3,303,700 4,796,300 3,352,925 4,747,075 369.48357 
~— -_— 3,507,700 5,592,300 3,565,925 5,534,075 372.81324 
3,971,800 6,088,200 3,701,620 6,358,380 3,768,965 6,291,035 396.27792 
— — 3,709,300 6,390,700 3,777,025 6,322,975 400.00000 
4.188.000 6,812,000 3,880,300 7,119,700 3,957,025 7,042,975 400.00000 
[The End] 
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THE CODE “CONTAINS NO 
EXPRESS REFERENCE TO 
THE UNLAWFUL OR LAW- 
FUL CHARACTER OF THE 
BUSINESS EXPENSES WHICH 
ARE ALLOWED TO BE 
DEDUCTIBLE” 


HE ILLEGALITY or unlawfulness of 

a contract, transaction, venture or busi- 
ness does not establish a justification on 
the part of the taxpayer for failure to in- 
clude and report, in his income tax returns, 
income “earned” from any illicit source. 
While it has been resolved that all income 
from illegal sources except embezzled funds 
are taxable under the federal laws and that 
such decisions have “legalized” illegal gains 
and incomes for income tax purposes only, 
it does not follow that expenses and losses 
arising from illegal transactions and busi- 
nesses are given the same treatment of 
“legalization.” Instead, with few exceptions, 
discussed later by case history, the general 
rule for “illegal’’ expenses and losses is that 
they are not deductible. 


Mr. Justice Holmes failed to recognize, 
in U. S. v. Sullivan [1 ustc J 236], 274 U. S. 
259 (1927), aff’g [1927 CCH J 7004], 15 F. 
(2d) 809 (CCA-4, 1926), “any reason why 
the fact that a business is unlawful should 
exempt it from paying the taxes that if law- 
ful it would have to pay.” 





1 Wallace H. Petit [CCH Dec. 16,475], 10 TC 
1253 (1948). 


HOW THE FEDERAL INCOME 7 
TO ILLEGAL 


By MAURICE P. GELLER and 








There is nothing inharmonious in the fed- 
eral authorities’ claiming their due when the 
business or transaction from which the re- 
ceipt of income arises is one contrary to a 
local or state law. But when the income 
arises from an offense to a federal statute, 
such as in the violation of OPA laws and 
regulations,’ there is something bizarre in 
the government’s profiting through the au- 
gust medium of taxation. It prohibits the 
act but wants its share of the gains made 
from the act. However, Justice Holmes 
defended the government’s anomalous be- 
havior in such cases by his rebutting state- 
ment that “of course Congress may tax 
what it also forbids,” in U. S. v. Stafoff, 
260 U. S. 477. This is compendious enough. 


While there is a definite distinction be- 
tween the word “illegal” * and the word “un- 
lawful,” * it can be generally stated that all 
gains from “illegal transactions,” “illegal 
business” and “unlawful business” are sub- 
ject to taxation under the federal statutes. 
The Sixteenth Amendment gave the taxing 
authorities and the courts a broad and 
sweeping clause to use as a “catchall.” That 
amendment stated simply that “Congress 





2 “‘Tilegal means contrary to law.’’ Cyclopedic 
Law Dictionary (Callaghan and Company, 3rd 
ed.). 

3 ‘‘Unlawful means that to which the law is 
oyposed. It is not strictly synonymous with 
‘illegal’ though so used quite often. ‘Illegal’ 
means positively forbidden while unlawful may 
include things which are immoral, or against 
public policy.’’ Ibid. 


Mr. Geller, a New York CPA and partner of the firm of Geller and Harris, lectured at the 
New York University Seventh Annual Institute on Federal Taxation. Mr. Rogers, 
a member of the New York Bar, was formerly Special Deputy 
Assistant Attorney General. He is a partner in the 
law firm of Rogers and Rogers 
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TAX APPLIES 
AND UNLAWFUL GAINS 


ELMER A. ROGERS 





shall have the power to lay and collect taxes 
on income, from whatever source derived.” 
In fact, this amendment and the revenue 
acts enacted under it have had such far- 
reaching effect that the authorities have used 
these statutes to bring to justice criminals, 
sinners and violators of public policy who 
otherwise could not be corralled for lack 
of evidence in violations of local, state and 
federal laws other than income tax laws. 
Justice J. C. Hough pointed this out very 
clearly in his decision in Steinberg v. U: S. 
[1 ustc J 182], 14 F. (2d) 564 (violation of 
Prohibition Act): “it hardly needs mention 
that the record before us, common knowl- 
edge of prosecuting methods and the com- 
ment of the Court in sentencing this man, 
clearly show that Steinberg was indicted not 
to enforce a revenue law, not to penalize him 
for failure to comply with one, but to punish 
severely for dealing largely in liquor.” 


But these considerations of civil morals, 
however potent they should be in the legis- 
lature or in the administrative bodies, or 
with the prosecuting officers who are re- 
quired to choose their weapons against crime, 
the courts are bound to administer the law 
as it is found, regardless of considerations 
of morals, policy or taste. It is the duty of 
the courts, and their only power is to 
ascertain what Congress meant by what it 
said and then to enforce what was said.‘ 





Hence, with that knowledge in mind, rep- 
resentatives for the offenders have based 
their defense, under income tax laws, upon 
what Congress intended or meant by refer- 
ence to the act or acts involved, to decisions 
of the courts and, in some cases, even to 
the extent of interpreting the words of the 
law by lexicographers’ definitions. To base 
a case on the lexicon is fundamentally erro- 
neous, for it disregards the legislative power 
of definition. (Steinberg v. U. S., supra.) It 
is that power of legislative definition which 
has determined the taxability of income de- 
rived from illegal transactions and unlawful 
enterprises. Neither the Internal Revenue 
Code nor the Income Tax Regulations * deal 
specifically with the subject of illegal gains; 
they treat such gains only generally and from 
an indirect approach. The Revenue Act of 
1913 originally provided that “the net in- 
come of a taxable person shall include gains, 
profits and income derived from ... the 
transaction of any Jawful business carried 
on for gain or profit.” The 1916 Act omitted 
the word “lawful.” (Italics supplied.) 


Income—lllegal and Unlawful 


What, then, constitutes illegal and unlaw- 
ful income? No simple definition can be 
given in this question because it embraces 
the unbounded field of all the laws of the 





* Judicial power is defined by the Cyclopedic 
Law Dictionary as follows: ‘‘The authority 
vested in the judges or courts, as distinguished 
from that vested in other departments of gov- 
ernment. That power by which judicial tribu- 
nals construe the Constitution, and laws of the 
United States, or of the States, and determine 
bs rights of parties, and application of the 
aws.”’ 

Judicial power is thus defined in 14 American 
Jurisprudence 275: ‘‘They [the courts] are not 
vested with power to prevent breaches of ethi- 


Illegal and Unlawful Gains 





cal rules which violate no law. . . . Their prov- 
ince is to try issues formed by the pleadings 
of parties, according to the rules of procedure, 
to furnish all process authorized by law, to 
secure evidence and to administer justice ac- 
cording to the evidence adduced on trial. . . 
All rules of law must be so interpreted, when 
applied to the facts of a given case, as to bring 
about practical justice if possible.’’ 

5 Code Section 22 (a); Regulations 111, Section 
29.22(a)-1. 
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country—current, past, future: what was 
legal yesterday and is illegal today; what 
was interpreted as legal by one court one 
day and overruled as illegal by another the 
next; and also what is held to be against 
public policy in one jurisdiction and is not 
in another. In general, however, any and 
all gains or profits made by virtue of carry- 
ing on a business, enterprise or transaction, 
or by the commission of an act or the failure 
to act, which is contrary to law or to which 
the law is opposed may be construed to be 
illegal and unlawful income. It would be 
an impossibility for the authors to give a 
full list of examples of illegal income, for 
that, too, would be predicated on the assump- 
tion that the authors had a complete and 
detailed knowledge of all local, state and 
federal laws of the land. Furthermore, it 
would imply that they were fully familiar 
with the infinite, devious and heinous methods 
employed by criminals and violators of law 
in the pursuit of their prohibited vocations. 
Instead, the questions of illegal and unlawful 
income and their types will be discussed by 
way of case history. 


Embezzlements Distinguished 


In an early decision on illegal gains, Rau 
v. U. S., 260 F. 131, in which the taxpayer 
had embezzled funds of his principal, the 
court held that such funds were not income 
to the embezzler and therefore were not 
taxable. Since this decision there have been 
numerous cases * on the question of embezzle- 
ments and their taxability, pro and con. 
The authors have treated this subject in a 
separate article entitled “Embezzlement Has 
Its Tax Problems, Too” (TaxEs—The Tar 
Magaz‘ne, December, 1948, page 1097); but 
it is sufficient to say here that the decisions of 
Wilcox v. Commissioner [46-1 ustc J 9188], 
327 U. S. 404, and McKnight v. Commissioner, 
supra, the presently controlling cases on this 
subject, exempted embezzled funds from the 


realm of taxability as income. The Supreme 
Court said in the Wilcox case: “The bare 
receipt of property or money wholly belong- 
ing to another lacks the essential character- 
istics of a gain or profit within the meaning 
of [Code] Section 22 (a).” The lack of a 
“claim of right” or legal title to an illegal 
gain, and the presence of an unconditional 
obligation to repay or return the property 
or money acquired by embezzlement, ex- 
cluded the embezzled funds from taxable 
income. 


In McKnight v. Commissioner, the Fifth 
Circuit Court laid stress on the fact that the 
embezzler “got no title, void or voidable, 
to what he took.” However, this is not the 
case with other types of illegal gains. The 
courts have construed, generally, that legal 
title to gains and profits from illegal trans- 
actions and illegal businesses may have 
passed and that ownership may be deemed 
to exist. 

In a leading case, James P. McKenna 
{CCH Dec. 127], 1 BTA 326 (1925), these 
points of title and ownership were discussed. 
Here the question was whether the winnings 
from gaming contracts *—race-track book- 
making—were taxable as income. The tax- 
payer agreed that since the winner had received 
property in which he claimed to have no 
legal right of ownership because the loser 
had a right of recovery, he was a donee in 
the event of the loser’s failure to dispossess 
him of the winnings. Being a donee, he 
contended that gifts are not taxable under 
the Sixteenth Amendment or the Revenue 
Act of 1918. The Board of Tax Appeals, 
holding that income from illegal gaming 
contracts® was taxable under the federal 
statutes, answered his argument as follows: 

“Tt is one of the axioms of the Law that 
a wrongdoer will not be heard to urge his 
own wrongdoing,” or the illegality of his 
own acquisition, in bar of rights of third 
parties, and this is equally true when such 





* Botz et al., Transferees v. Helvering [43-1 
ustc § 9374], 134 F. (2d) 538, aff’g [CCH Dec. 
12,204] 45 BTA 970; Blair v. Commissioner [37-1 
ustc { 9083], 300 U. S. 5; Freuler v. Helvering 
{4 ustc § 1213], 291 U. S. 35; Commissioner v. 
Tower [46-1 ustc { 9189], 327 U. S. 280; Lust- 
haus v. Commissioner [46-1 ustc { 9190], 327 
U.S. 293. 

It is an established rule that the federal and 
state taxing powers operate independently in 
their respective jurisdictions. Knowlton et al., 
Executors v. Moore, 178 U. S. 41; Collector v. 
Day, 78 U. S. 113. Also, it is common knowl- 
edge that certain activities, such as the sale and 
purchase of liquor, lotteries, etc., are allowed in 
some states but illegal in others. ' 

™McKnight v. Commissioner [42-1 ustc 
7 9450], 127 F. (2d) 572; Kurrle v. Helvering 
(42-1 ustc J 9357], 126 F. (2d) 723; Commissioner 
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v. Turney [36-1 vstc { 9167], 82 F. (2d) 661; 
North American Oil Consolidated v. Burnet [3 
ustc § 943], 286 U. S. 417; Steinberg v. U. S8., 
supra. 

8 Under the laws of Kentucky, the jurisdic- 
tion of the contracts under review, gaming con- 
tracts were declared void. A bet on horses is 
such a contract, and under the law the loser 
had a right of recovery (from the winner) by 
the institution of suit. 

®» Income from, illegal gaming contracts (gam- 
bling) was held taxable in the following cases: 
Frey [CCH Dec. 128], 1 BTA 338; Weiner [CCH 
Dec. 3585], 10 BTA 905; H. S. Anderson [CCH 
Dec. 9512], 35 BTA 10; Silberman [CCH Dec. 
11,832], 44 BTA 600; Arthur M. Slavin [CCH 
Dec. 11,725], 43 BTA 1100. 

10 See Johnston v. McLaughlin [3 ustc { 875], 
55 F. (2d) 1068. 
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third party is the Federal Government seek- 
ing the right to assert a tax predicated upon 
ownership of property so acquired. Although 
the ownership of the taxpayer might under 
given conditions be ousted, until the hap- 
pening of that event the present owner 
should not be heard to plead that the fail- 
ure on the part of another, having a legal 
right to oust the ownership, to exercise that 
right constitutes the present owner a donee. 
We think he should not be allowed to do so.” 


The Board further said: 


“It is an elementary principle of the Law 

that Courts will refuse to assist either party 
to an illegal contract—either to enforce or 
to abrogate it. In such cases the Courts 
allow the parties to abide by the results of 
their own actions. Only to this extent is the 
term void™ applicable to such contracts. . 
If, then, the loser does not pursue his remedy 
under the statute, there is no obligation to 
return the property won by wager and un- 
less and until the loser does so act the property 
is unqualifiedly that of the winner; the rights 
and property pass to the winner in posses- 
sion and he takes them as purchaser and not 
as donee.” (Italics supplied.) 

Also in Christian H. Droge [CCH Dec. 
9617], 35 BTA 829 (1927), and in Samuel L. 
Huntington [CCH Dec. 9618], 35 BTA 835 
(1937), the taxpayers, residents of the State 
of New York, had partnership agreements 
with their respective wives to share equally 
the winnings, if any, from the Irish hospital 
sweepstakes (a lottery). Upon winning, 
they complied with their agreements and 
paid over half their winnings to their wives. 
Each taxpayer, as recipient of such income, 
fled and paid his tax on such winnings. 
The Board held, in the Droge case, which 
decision was essentially the same as in the 
Huntington case, that although the agree- 
ment was void and unenforceable, the tax- 
payer having specifically complied, he was 
taxable only upon the portion he retained. 
In a prior decision on lotteries as taxable 
income, A. L. Voyer [CCH Dec. 1723], 4 
BTA 1192, the Board, referring to the Mc- 
Kenna case, held the winnings taxable. 


“The term ‘‘void’’ applies to ‘‘that which 


has no force or effect. ‘Void’ is often loosely 
used in varied meanings, and applied indiffer- 
ently to a thing which has no force or effect, 
and is an absolute nullity, or to that which by 
Teason of some inherent vice or defect, may be 
adjudged void by a court when the question 
is presented to it; . often used in the sense 
of ‘voidable’.’’ Cyclopedic Law Dictionary. 


The term ‘‘voidable’’ applies to ‘‘that which 
some force or effect, but which, in conse- 
quence of some inherent quality, may be legally 
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Usurious Interest 


Usurious interest income is taxable.” But 
is uncollected accrued usurious interest tax- 
able when accrued as income on the tax- 
payer’s books? The answer to this question 
was given in Barker et al. v. Magruder [38-1 
ustc § 9052], 95 F. (2d) 122. The court 
here said that the answer did not so much 
depend, as the taxpayer urged, upon the 
legal right to enforce collection as upon the 
existing probability of its being received. 
If the interest had been actually received 
in the years in question, there could be no 
contention that the amount was not taxable 
as income—“and this would be true without 
regard to its legality or illegality.” ™ 


Unlawful Contracts 
and Ultra-Vires Acts 


Premiums received by an individual for 
writing insurance contracts, without the au- 
thorization of the State of New Jersey to 
carry on an insurance business, were held 
to be taxable income in Rufus L. Patterson 


v. Anderson [37-2 ustc J 9461], 20 F. Supp. 
799** 


In 1921 a taxpayer participated with others 
in a scheme whereby the taxpayer’s corpo- 
ration and two other oil companies agreed 
to purchase oil at $1.75 a barrel from a 
newly formed Canadian oil company, while 
the cost to the Canadian company was $1.50 
a barrel for the same oil. The difference in 
price (twenty-five cents per barrel) was di- 
vided among the taxpayer and four others. 
All except one kept this knowledge from 
their respective companies. The taxpayer’s 
share was received in the form of Liberty 
Bonds. It was held that although the cor- 
poration could have reclaimed these bonds, 
they had been retained by the taxpayer as 
his own in 1922 and 1923, and were taxable 
to him. (National City Bank of New York, 
Executor of Estate of James E. O’Neil v. 
Helvering [38-2 ustc § 9245], 97 F. (2d) 810.) 

In Esther A. Saunders et al. v. Commis- 
sioner [39-1 ustc J 9246], 101 F. (2d) 407, 
the petitioners, as officers of a savings and 
building association, received large sums as 


annulled or avoided. The steps to avoid it must 
be taken by the proper party and by means of 
a direct attack upon it.’’ Ibid. 

® Lawrence A. Wagner [CCH Dec. 8622], 30 
BTA 1099 (1934). 

13 Note that the argument here is parallel in 
theory to those given in McKenna, Droge ana 
Huntington. 

14See also Commonwealth Investment Com- 
pany [CCH Dec. 11,812], 44 BTA 445;Marbelite 
Corporation of America, Ltd. v. Commissioner 
[35-2 ustc | 9402], 77 F. (2d) 713. 


217 








commissions on the sale of stock of the 
association during the taxable years under 
review. Thereafter the receiver of the asso- 
ciation instituted suits for recovery on the 
ground that the petitioners had no right to 
the commissions, and the petitioners re- 
funded the commissions. It was held that 
the petitioners, having received the commis- 
sions under a claim of right and ownership, 
were taxable thereon for the respective 
taxable years, even though restoration had 
been made subsequently. 


Also, in Griffin v. Smith, Collector [39-1 
ustc J 9213], 101 F. (2d) 348, for the years 
1930, 1931 and 1932, the board of directors 
of a corporation voted themselves unreason- 
ably large bonuses. The taxpayer, a mem- 
ber of the board and an officer of the 
corporation, reported his share of the bonus 
along with his own income and paid the tax 
thereon. After threatened suit, on the part 
of minority stockholders, to have the ex- 
cess of these bonuses over a reasonable 
compensation returned to the corporation, 
the directors agreed to pay back that part 
which exceeded an agreed amount repre- 
senting reasonable compensation. The tax- 
payer claimed a refund of taxes for the 
taxable years as a result of the refund to 
the corporation. 


In denial of the taxpayer’s claim for re- 
fund, the court said: 


“The taxpayer, when he received the 
bonus, believed himself legally entitled thereto 
and later returned it, not because he had 
been directed to do so by any tribunal 
with jurisdiction so to do, but in pursuance 
of a voluntary settlement of the controversy 
with the stockholders. He did that which 
followed: in correction of erroneous action 
by the Board. The corporation was divested 
of legal title to the money; that passed to the 
taxpayer, irrespective of the equity resting 
in the stockholders to recover it. The money 
was in fact income and therefore taxable.” 
(Italics supplied.) 


Illicit Enterprise and Illegal Business 


In U. S. v. Sullivan, supra, the Supreme 
Court held that a taxpayer deriving profits 
from the liquor business in violation of the 
Prohibition Act” was taxable on such 
profits. In Steinberg v. U. S., supra, a similar 
decision was made in spite of the taxpay- 


See also Frank A. Maddas [CCH Dec. 


10,820], 40 BTA 571; 
114 F. (2d) 548. 

16 Indictments were returned against Rickard 
and others in several jurisdictions. 

17 Swindling is defined in Article 1545 of the 
Penal Code of Texas (the jurisdiction in this 


aff'd [40-2 ustc { 9596] 
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er’s argument, resting on the definition of 
income in Eisner v. Macomber [1 ustc { 32], 
252 U. S. 189, that Congress meant legiti- 
mate labor and capital. 


During the taxable year 1921, George L. 
(“Tex”) Rickard promoted the Dempsey- 
Carpentier prize fight and made an illegal 
transportation of the motion pictures of the 
fight. He did not report or pay a tax on 
the profits received from the motion pic- 
ture, in the belief “that he would be obliged 
to incur legal expenses and possibly be re- 
quired to pay fines as a result of the 
indictments * which would equal the amount 
in his hands as profits of the motion picture 
venture.” The Board held that this was no 
valid reason for failure to report as income 
the profits so received. (George L. Rickard 
[CCH Dec. 4846], 15 BTA 316.) 


“*Protection,’’ Ransom 
and Bribe Money 


The petitioner in the case of Murray 
Humphreys [CCH Dee. 11,326], 42 BTA 857, 
aff’d [42-1 ustc J 9237] 155 F. (2d) 340, was 
held taxable on (1) protection payments 
received from various cleaning and dyeing 
establishments, which included the value of 
a proprietary interest received in one such 
establishment; (2) $50,000 ransom money 
received for the release of one Robert G. 
Fitchie, a president of the Chicago Milk 
Wagon Drivers’ Union, who had been kid- 
napped. This was in addition to other income 
reported on his return for the taxable years. 

Bribe money was held to be taxable to 
the recipient in Chadick v. U. S. [35-2 ustc 
7 9416], 77 F. (2d) 961. 


Swindling 


Section 22 (a) of the Internal Revenue 
Code and Section 29.22 (a)-1 of Regulations 
111 govern the gains derived from swin- 
dling, as they do all other types of illegal 
gains. Webster defines swindling as the act 
of obtaining money or property by fraud 
or deceit. 


In a very interesting recent case, Akers 
et ux. v. Scofield [47-2 ustc § 9358], 73 F. 
Supp. 533, aff’d [48-1 ustc ] 9249] 167 F. 
(2d) 718, cert. den. October 11, 1948, moneys 
received through swindling were held taxa- 
ble. Here the taxpayer and another swindled” 
matter) as follows: ‘‘Swindling is the acquisi- 
tion of any personal or movable property, 
money, or instrument of writing conveying or 
securing a valuable right, by means of some 
false or deceitful pretense or device or fraudu- 
lent representation, with intent to appropriate 
the same to the use of the party so acquiring, 
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large sums of money from a wealthy widow 


“by pretending that they could buy maps, 
drawings or way bills in Mexico” which 
would disclose the location of a_ buried 
treasure of gold on the widow’s Texas 
ranch. An aggregate sum of $272,200 was 
swindled from her during the years 1932 
through 1936. 


The plaintiff contended that this case was 
ruled by McKnight v. Commissioner, supra, 
and Wilcox v. Commissioner, supra, in both 
of which cases embezzled funds constituted 
no taxable gain to the embezzler. The 
court held, however, that this case involved 
swindling. Title did pass to Akers and, as 
distinguished from embezzlement in the 
other two cases hereinabove cited, posses- 
sion of the moneys was with him, whereas 
title does not pass to the possessor in the 
case of embezzled funds. The swindled 
money was held taxable to the plaintiff. 


Commissioner's Determination 


It is practically a foregone conclusion that 
where a taxpayer has derived income from 
illicit sources, he will attempt to protect or 
cover his criminal or civil wrong by omit- 
ting such income from his income tax re- 
turn. Furthermore, where detection would 
arise, it is natural to expect that he may 
refuse to testify or open his books to inspec- 
tion on the ground that the books might 
subject him to criminal prosecution.” 


In such cases, the Commissioner will de- 
termine the taxable income from such 
sources and methods as are available—bank 
deposits,” living expenses, personal expendi- 





or of destroying or impairing the right of the 


party justly entitled to the same.’’ 


The Cyclopedic Law Dictionary defines swin- 
dling as follows: ‘‘Swindling is usually applied 
to a transaction where the guilty party pro- 
cures the delivery to him, under a pretended 
contract, of the personal property of another, 
with the felonious design of appropriating it 
to his own use.”’ 


% The Fifth Amendment provides: ‘‘No per- 
son shall be . .-. compelled in any criminal case 
to be a witness against himself.’’ 


” Joseph Calafato [CCH Dec. 11,327], 42 BTA 
881, aff’d [42-1 ustc J 9207] 124 F. (2d) 187 (tax- 
payer suspected of being in bootlegging busi- 
ness); Kjar v. U. 8. [47-1 ustc { 9150, 9285], 
69 F. Supp. 406; Code Section 3612; Kahle v. 
Commissioner [1930 CCH { 9535], 43 F. (2d) 61, 
cert. den. 282 U. S. 892; R. W. Jackson [CCH 
Dec. 16,533(M)], 7 TCM 523; Hague Estate v. 
Commissioner [43-1 ustc { 9258], 132 F. (2d) 
715; Hoefle v. Commissioner [40-2 ustc { 9673], 
114 F, (2d) 713. 


*U, S. v. Chapman [48-1 ustc { 9312], 168 
F. (2d) 997; Kenney v. Commissioner [40-1 ustc 
{ 9372], 111 F. (2d) 374; Gleckman v, U. 8. 
(35-2 ustc § 9645], 80 F. (2d) 394; U. S. v. Wea- 
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tures and net worth increases.” The tax- 
payer may contest the action, but the burden 
is upon him to establish the correct taxable 
income for the years involved.” 


It is important to note that book entries 
are not conclusive evidence as to taxability, 
but that entries showing income received 
must stand unless the presumption of their 
correctness is overcome by the taxpayer. 
(National Contracting Company [CCH Dec. 
7418], 25 BTA 407.) 


Deductions 


Before discussing the deductibility of ex- 
penses and losses arising from illegal and 
allegedly illegal transactions and enterprises, 
it would be well to restate here the general 
philosophy of deductions. Deductions are 
a matter of legislative grace;” and the allow- 
ance of deductions from gross income does 
not necessarily turn on general equitable 
considerations, except, of course, where the 
exhaustion of the capital producing the in- 
come may be involved.” Accordingly, a 
deduction will be allowed only where there 
is a clear provision through legislative action 
for the deduction claimed. In other words, 
the taxpayer has no right under the Six- 
teenth Amendment or the applicable reve- 
nue statute to reduce the taxable income, 
above and beyond the extent to which the 
statute applicable makes clear provision for 
the allowance of such deductions. 


The deduction for an alleged business 
expense must meet the test of being “ordi- 
nary and necessary,” and will not be allowed 
where the expenditure or payment is made 


ler [35-2 ustc {| 9606], 79 F. (2d) 526, cert. den. 


297 U. S. 703: U. 8. v. Johnson [43-1 vustc 
{ 9470], 319 U. S. 503; Bert J. Ferris [CCH Dec. 
14,192(M)], 3 TCM 1094; Schlemmer & Graber 
Company [CCH Dec. 842], 2 BTA 823 (acq.). 

21H, Muelhoefer & Son [CCH Dec. 1570], 4 
BTA 586; F. G. Bishoff [CCH Dec. 2265], 6 BTA 
570, aff'd [1 ustc J 310] 27 F. (2d) 91; McAnelly 
Hardware Company [CCH Dec. 3136], 9 BTA 
361; EH. M. Green [CCH Dec. 3740], 11 BTA 185; 
Pennant Cafeteria Company [CCH Dec. 1881], 
5 BTA 293. 

22 Davis v. U. 8S. [37-1 ustc J 9029], 87 F. (2d) 
323, cert. den. 301 U. S. 704; Jefferson & Clear- 
field Coal & Iron Company v. U. 8S. [36-2 ustc 
{| 9322], 14 F. Supp. 918, cert. den. 299 U. S. 581. 

23Cox Motor Sales Company [CCH Dec. 
11,230], 42 BTA 192; Grover C. Ligon [CCH Dec. 
10,013], 37 BTA 763; Deputy v. Pierre S. DuPont 
[40-1 ustc { 9161], 308 U. S. 488; New Colonial 
Ice Company v. Helvering [4 ustc { 1292], 292 
U. S. 435; Motion Picture Capital Corporation 
v. Commissioner [36-1 vustc f 9048], 80 F. (2d) 
872: White v. Commissioner [1932 CCH { 9525], 
61 F. (2d) 726; Lloyd v. Commissioner [3 ustc 
1 873], 55 F. (2d) 842; C. H. Mead Coal Com- 
pany [CCH Dec. 10,501], 38 BTA 1163, rev'd 
[39-2 ustc {| 9678] 106 F. (2d) 388. 
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for a purpose contrary to public policy, such 
as for fines and penalties.* Doubtless, 
whether an expense is “ordinary and neces- 
sary” and whether or not it is directly re- 
lated to a business are purely questions of 
fact in most instances. Consequently, in a 
field such as taxation, which is necessarily 
beset with innumerable complexities, the 
circumstances of each case, coupled with 
the law and the applicable legislative history 
on the point or points, will govern. 


Legal Expenses 


In an early and oft-cited decision, Sarah 
Backer et al. [CCH Dec. 88], 1 BTA 214, in 
which the taxpayer claimed a deduction for 
legal expenses and fees incurred in the de- 
fense of a charge of perjury (arising from a 
suit involving the taxpayer and the tax- 
payer’s business), the deduction was dis- 
allowed on the theory of lack of “proximate 
cause.” There was no crime in contempla- 
tion of law. A lie*™ had been told on the 
witness stand, and the expenses incurred 
were for the defense of the individual and 
not for the defense of the individual’s 
business. 


Thus, an important requirement for the 
allowability of any deduction from gross 
income under Section 23(a)(1) of the In- 
ternal: Revenue Code™ is that the expense 
must .be directly connected with the trade 
or business. (Commissioner v. J. N. Flowers 
[46-1 .ustc [9127], 326 U. S. 465; rev’g 
[45-1. ustc § 9227] 148 F. (2d) 163.) This 
is the theory of “proximate cause.” 

Where a taxpayer’s guilt has been estab- 
lished in connection with a criminal charge, 
it has been held that legal. fees expended 
in such litigation by the taxpayer are not 
deductible.” The pattern. of the courts’ 
redsoning is completed when we consider 
the decisions permitting the deduction of 
criminal defense fees as ordinary and nec- 
essary business expenses in,cases in which 
the taxpayer has been cleared of the charges.* 

But in Joseph Cohen [CCH Dec. 13,427 
(M)], 2 TCM 602, the taxpayer’s legal ex- 
penses, incurred in defense of a conspiracy 
charge to violate the mail fraud statute, 





* Bonnie: Brothers, Inc. [CCH Dec. 5027], 15 
BTA 1231; Columbus Bread Company [CCH Dec. 
1696], 4 BTA 1126; Burroughs Building Ma- 
terial Company v. Commissioner [2 ustc { 641], 
47 F. (2d) 178. 

% Perjury being a personal crime, not a busi- 
ness matter. - 

2° Section 23 (a) (1) (A): “In computing net 
income there shall be allowed as deductions... 
All the ordinary and necessary expenses paid 
or incurred during the taxable year in carrying 
on any trade or business.”’ 
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were disallowed while the taxpayer’s con- 
viction was pending on appeal. The validity 
of the deduction was subject to the happen- 
ing of a future event. 


In Commissioner v. Peoples-Pittsburgh 
Trust Company et al., Executors (DuPuy Es- 
tate) [1932 CCH {] 9441], 60 F. (2d) 187, aff’g 
[CCH Dec. 6518] 21 BTA 588, the taxpayer 
contested the respondent’s argument that 
fees to attorneys and accountants and inci- 
dental expenses, in connection with a de- 
fense of a criminal charge for conspiracy 
to defraud the United States of taxes pay- 
able by Crucible Steel Company of America 
for the years 1917 and 1918 (the taxpayer 
was chief executive officer of this corpora- 
tion), “did not constitute ordinary and nec- 
essary expenses in carrying on any 
trade or business.” The taxpayer success- 
fully defended the criminal charge and was 
acquitted. The court and the Board found 
that the acts here were characterized as 
business acts and that these expenses con- 
stituted legal deductions, and cited Korn- 
hauser v. U. S. [1 ustce ¥ 284], 276 U. S. 
145, as an authority. 


In the Kornhauser case the Supreme Court 
cited with approval deductions in the fol- 
lowing three cases: 


(1) An opinion by the Solicitor of Inter- 
nal Revenue holding that legal expenses in- 
curred by a physician in defending a suit 
for malpractice were business expenses. 


(S. M. 4078, V-1 CB 226.) 


(2) A ruling that legal expenses incurred 
in defending an action for damages by a 
tenant, for injuries received while the tenant 
was at work on the taxpayer’s farm, were 
deductible as business expenses. (O. D. 
1117, 5 CB 121.) 


(3) A decision by the Board of Tax Appeals 
holding that expenses incurred in defending 
a patent infringement suit were deductible 
as business expenses. (F. Meyer & Brother 
Company [CCH Dec. 1564], 4 BTA 481.) 


The Supreme Court said in reference to 
these cases: “The basis of these holdings 
seem [sic] to be that where a suit or action 
against a taxpayer is directly connected 
with, or, as otherwise stated (Appeal of 


27 Burroughs Building Material Company, 
supra, footnote 24; Estate of John W. Thompson 
[CCH Dec. 6513], 21 BTA 568; B. #. Levin 
stein [CCH Dec. 5872], 19 BTA 99 (criminal 
charges in connection with manufacturing and 
selling near beer). 

23 Commissioner v. Continental Screen Com- 
pany [3 ustc { 933], 58 F. (2d) 625; Hal Price 
Headley [CCH Dec. 10,009], 37 BTA 738; Citron- 
Byer Company [CCH Dec. 6475], 21 BTA 308. 
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Backer |supra] . . .), proximately resulted 
from his business the expense incurred is a 
business expense within the meaning of 
Sec. 214(a) subd. (1) of the act. ... These 
rulings seem to us to be sound.” 


However, in Commissioner v. Heininger 
[44-1 ustc J 9109], 320 U. S. 467, aff’g [43-1 
ustc { 9287] 133 F. (2d) 567, rev’g [CCH 
Dec. 12,554] 47 BTA 95, the Supreme Court 
allowed a deduction for the attorney’s fees 
and expenses when the taxpayer unsuccess- 
fully resisted a fraud order instituted by the 
Post Office Department. The Court said: 
af it is plain that respondent’s [tax- 
payer’s] legal expenses were both ‘ordinary 
and necessary’ if those words be given their 
commonly accepted meaning. For respond- 
ent to defend his business from threatened 
destruction” was normal; it was the re- 
sponse ordinarily to be expected. . . . Since 
the record contains no suggestion that the 
defense was in bad faith or that the attor- 
ney’s fees were unreasonable, the expense 
incurred in defending the business can also 
be assumed appropriate and helpful, and 
therefore necessary.” 


Justice Black pointed out in his opinion 
that Section 23(a) of the Internal Revenue 
Code “contains no express reference to the 
unlawful or lawful character of the business 
expenses which are allowed to be deduc- 
tible,’ and, furthermore, that the petitioner 
admitted in his brief that it was not the 
“purpose of tax laws to penalize illegal busi- 
ness by taxing gross income instead of net 
income.” (Compare U. S. v. Sullivan, supra.) 


Basing his argument on the above opinion 
of the Supreme Court, the petitioner in 
Anthony C. Stralla et al. [CCH Dec. 16,110], 
9 TC 801, sought a deduction for legal fees 
and expenses incurred in connection with 
the defense of suits “bottomed on the un- 
lawful operation” of a gambling ship within 
the jurisdiction of the State of California, 
where gambling was illegal. The Tax Court 
disallowed the deduction, and in doing so 
pointed out that the petitioner had failed 
to note the following statement of Justice 
Black in Commissioner v. Heininger: “The 
Bureau of Internal Revenue, the Board of 
Tax Appeals, and the federal courts have 
from time to time, however, narrowed the 
generally accepted meaning of the language 


2 The Post Office Department’s fraud order 
would have destroyed the defendant's mail-order 
business of selling false teeth. 


%* Tunnel Railroad of St. Louis v. Commis- 
sioner [3 ustc { 986], 61 F. (2d) 166; Chicago, 
Rock Island and Pacific Railway Company [CCH 
Dec. 4469], 13 BTA 988, aff'd [2 ustc { 696] 
47 F. (2d) 990, cert. den. 285 U. S. 618; Bur- 
roughs Building Material Company v. Commis- 
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used in Section 23(a) in order that tax de- 
duction consequences might not frustrate 
sharply defined national or state policies pre- 
scribing particular types of conduct.” (Italics 
supplied.) 

It is needless to give the history of the 
cases and situations in which such expenses 
have been disallowed as contrary to public 
policy. As the Board pointed out in Lawrence 
A, Wagner [CCH Dec. 8622], 30 BTA 1099, 
“it has been repeatedly held that expenses, 
such as fines, costs and attorneys’ fees, aris- 
ing out of the unlawful operation of business 
in contravention of state or federal regu- 
latory statutes which subject those 
violating such statutes, upon conviction, to 
fine or imprisonment, or both, are not de- 
ductible as ordinary and necessary expenses 
upon the ground of public policy.” ” 

Is it not permissible that a person have 
the benefit of counsel for his defense, in- 
cluding cases of criminal prosecution as pro- 
vided by the Constitution in the Sixth 
Amendment?™ Accordingly, the disallow- 
ance of a tax deduction for legal expenses 
incurred in such cases works a hardship 
on the taxpayer to such an extent that it 
is penal in nature. 


Other Expenses and Costs 


In Easton Tractor and Equipment Com- 
pany, Inc. [CCH Dec. 9536], 35 BTA 189, cer- 
tain commissions paid to an agent on sales 
made to the State Highway Commission of 
Louisiana were held not deductible as ordi- 
nary and necessary business expenses. The 
reasoning here was that the agreeement 
under which the commissions had been paid 
was contrary to public policy (and therefore 
void and unenforceable). 

In another case, Guibbinni [CCH Dec. 
10,864-D], BTA memo. op., the commis- 
sions paid by the taxpayer to others for 
referring abortion clients were held not 
deductible. 

However, a taxpayer was permitted to 
offset the cost of goods sold (purchases) 
against sales in determining gross income, 
but was not permitted to deduct from gross 
income such items as the cost of liquor 
hijacked or liquor confiscated by the gov- 
ernment, or an amount of forfeited bail, or 
the costs of storing and loading such liquor. 


sioner, supra, footnote 24; Great Northern Rail- 
way Company v. Commissioner [2 ustc { 504], 
40 F. (2d) 372, aff’'g [CCH Dec. 2821] 8 BTA 
225, cert. den. 282 U. S. 855; Columbus Bread 
Company, supra, footnote 24; O. D. 952, 4 CB 
207. 


31“*Tn all criminal prosecutions, the accused 
shall . . . have the assistance of counsel for his 
defense.”’ 
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(Kjar [CCH Dec. 12,114-E], BTA memo. op.) 

A lawyer was not allowed to offset against 
his income from his profession the salaries 
of assistants and other expenses of his 
business of making and registering bets at 
licensed race tracks. Such business (mak- 
ing and registering bets) is illegal in New 
York. (Silberman [CCH Dec. 11,832], 4 
BTA 600.) 

Briefly, the status of such expenses can 
be summed up by the statement that lower 
courts have generally denied deductions for 
“illegal expenditures.” 


Losses 


While the general rule is that losses in 
illegal transactions are not deductible, the 
1934 Revenue Act and later acts permit 
losses from wagering transactions to be 
deducted only to the extent of gambling 
gains.” Representative Doughton of North 
Carolina introduced the 1934 Revenue Act 
(H. R. 7835), which provided the new Sec- 
tion 23(h) (wagering losses). In his report 
accompanying the bill, he said: 

“The primary purpose of the bill is to 
increase the revenue by preventing tax 
avoidance—existing law does not limit the 
deductions of losses from gambling trans- 
actions where such transactions are legal. 
Under the interpretation of the Courts, ille- 
gal gambling losses can only be taken to 
the extent of the gains on such transactions. 
A similar limitation on losses from legalized 
gambling is provided for in the bill. Under 
the present laws many taxpayers take de- 
ductions for gambling losses but fail to 
report gambling gains. This limitation will 
force taxpayers to report their gambling 
gains if they desire to deduct their gambling 
losses.” 

As early as the decision in Frey et al., 
Executors [CCH Dec. 128], 1 BTA 338, 
where the taxpayer attempted to claim a 
deduction for gambling losses under Sec- 
tion 214(a)5 of the Revenue Act of 1918," 
the Board held that the taxpayer was en- 
titled to offset his gains from illegal gam- 
bling transactions against his losses from 
such transactions. The effect of this holding 
is the same as that of the present Sec- 
tion 23(h) of the Internal Revenue Code. 


32 Code Section 23 (h) states: ‘‘Losses from 
wagering transactions shall be allowed only to 
the extent of the gains from such transactions.’’ 
Mertens, Law of Federal Income Taxation, Vol. 
5, Section 28.85, states: ‘‘Presumably this pro- 
vision does not make gambling losses deductible 
which would otherwis¢ be nondeductible.’’ 

33 ‘‘TLosses sustained during the taxable year 
and not compensated by insurance or other- 
wise, if incurred in any transaction entered into 
for profit. ...”” 
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The decisions which followed this case have 
been effectively the same, as Mr. Doughton 
pointed out to the House Ways and Means 
Committee in his report. 

Even where the element of illegality was 
absent, it was formerly necessary to show 
that the transaction (wagering) was moti- 
vated by profit. Failure to show this was 
fatal to the deductibility of the loss. (Beau- 
mont v. Helvering [4 ustc J 1320], 73 F. (2d) 
110; aff’'g [CCH Dec. 7426] 25 BTA 474; 
cert. den. 294 U. S. 715.) A proper showing 
on the point of intended profit permitted 
deduction. (Francis M. Cronan [CCH Dec. 
9165], 33 BTA 668; G.C.M. 10873, XI-2 
CB 835.) 

On the point of deductibility of losses 
other than from wagering, there is a very 
interesting and famous case on record— 
Standard Oil Company v. Commissioner [42-2 
ustc § 9528], 129 F. (2d) 363, aff’g [CCH 
Dec. 11,713] 43 BTA 973. Harry F. Sinclair 
bribed the Secretary of Interior (Albert Fall) 
in order to obtain the Teapot Dome lease, 
an oil and gas lease on certain government- 
owned lands in Wyoming. Sinclair turned 
over this lease to his wholly owned sub- 
sidiary, the Mammoth Oil Company." The 
Stanolind Crude Oil Company® purchased 
the oil obtained through the fraudulently 
executed lease of the Teapot Dome property 
from the Mammoth Company. 

As a result of Congressional investigation, 
the President was authorized by Congress 
on February 8, 1924, to sue to cancel these 
leases. These leases were voided for fraud 
by the Supreme Court (275 U. S. 13), and 
a judgment was rendered in favor of the 
United States Government in the amount 
of $2,294,597.74 plus seven per cent interest 
against Mammoth, Stanolind et al. 

Because of Mammoth’s inability, through 
insolvency, to satisfy the judgment, a suit 
was filed in the District Court of Delaware 
against Stanolind, as the purchaser of the 
illegally obtained oil. A consent judgment 
was entered, and both parties agreed upon 
a settlement amount of $2,901,865.46 on June 
2, 1930. In its tax return for the period 
January 1 to September 21, 1930, Stanolind 
claimed a deduction for the paid settled 
amount. (Continued on page 270.] 


% “‘Tts entire capital stock of a thousand dol- 
lars was issued to Sinclair for services in 
procuring the oil and gas lease from the United 
States Government.’”’ 

35 Up to September, 1930, the year of the loss 
deduction claimed, Stanolind was half owned 
by Standard Oil Company (the petitioner) and 
half owned by Sinclair Consolidated Oil Com- 
pany. Standard bought Sinclair’s half interest 
in September. 
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THE “SIXTY-FIVE”- DOLLAR QUESTION 


By JOHN K. HULSE - - - Certified Public Accountant, Philadelphia 


PA ygeiscepe BELOW whether you (or 
your wife) were at the end of your 
taxable year 65 or over: Yes — No —.” 
That brief demand appears on page one of 
the individual income tax return, Form 1040, 
for the year 1948, and the location of the 
check mark determines whether an addi- 
tional $600 exemption will be deducted 
from the net income in computing the tax. 
An affirmative check mark means a saving 
in tax ranging from one cent to $492.76, 
depending upon the amount of the net 
income. 

Consider how the number sixty-five has 
attained importance over the years. If 
you are an employee, and have reached 
the age of sixty-five, you are eligible for 
old-age benefit payments under the social 
security law; and if your employer has 
an approved pension plan, you are eligible 
to receive benefits in the form of additional 
monthly payments. If you are an income 
taxpayer, beginning at age sixty-five you 
save taxes through an extra exemption. And 
if you are a crapshooter, those magic digits 


“Sixty-Five”-Dollar Question 





“6” and “5” will get the baby that new 
pair of shoes any time. 

But—if your livelihood depends to any 
extent on your preparing income tax re- 
turns for individuals in the better income 
brackets, you now have yourself such a 
problem as will test your talents in a big 
way. The clue to this may be found in 
the wording used on the tax form to extract 
this tidbit of vital statistics from the taxpayer. 
Note that there is no boorish question: “Was 
your wife 65 years of age, or older?” No in- 
deed. Just “check below.” You get no help 
from the experts in the Treasury who devise 
tax forms. You are on your own. 

Ponder first the adventure of eliciting 
this vital age figure from the unmarried 
lady taxpayer. Now here is a real oppor- 
tunity for the exercise of your ingenuity 
and imagination, and that latent diplomatic 
ability of which you may have suspected 
yourself. It is your duty to prevent this 
lady from paying more tax than she owes 
and at the same time to save her from 
the threat of the “penalties of perjury” 
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involved in her signature to a tax return 
containing a misstatement. If she is sixty- 
five or Over, you must reduce that fact 
to possession, or fail in your duty to her. 


Some years ago a book was published 
under the title The Seven Approaches. If 
memory serves, the objective treated therein 
was somewhat different from that of getting 
reliable data at the sixty-five-or-over level; 
hence, this is not a recommendation to 
use that volume blindly as a formula for 
this purpose. Recollection does, however, 
point to the importance, first and last, of 
being subtle. 


Unfortunately for the cause of subtlety, 
the tax return rush period of late winter 
usually affords little time in which to attain 
proficiency. But before returns are due 
for next year, there will be time to develop 
information and perfect the technique. 


Possible Tactics 


A procedure suggested from this corner, 
but not guaranteed, is this: The first step 
is to find out where the lady spent the 
first ten or twelve years of her life. (If 
you know the age of someone who was in 
the third grade with her, your problem is 
licked. But that is too easy.) Then you 
could made a collection of important events 
in the vicinity of her childhood residence 
over a period of ten to twenty years, and 
of national events over the same period, and 
try them for size conversationally, be- 
ginning with the earliest. When you reach 
the point where the event has registered 
in her memory, you may find gold. If 
she comes right out and tells you how 
old she was at that time, you will know 
that you could have asked her at the outset 
whether she was sixty-five or over and 
would have received the right answer. But 
then you would have passed up the chance 
to be subtle. 


One of the difficulties is found’ in the 
existence of so many forty-niners and fifty- 
niners—ladies who reach forty-nine or fifty- 
nine and stop counting (if they did not 
stop at thirty-nine). The jump to sixty- 
five is just too much for them, even if they 
lose $492.76 in tax and expose themselves 
to the “penalties of perjury.” These are 
the really tough ones. But even here the 
subtle approach might prevail, if you con- 
vince the lady that nobody will have access 





to the information except your office force, 
the Treasury Department and possibly a 
few other governmental agencies. 


At the other extreme is the direct, 
businesslike method: Look her right in 
the eye and say, “Madam, in what year 
did you reach age sixty-five?” This has 
three advantages: (1) it places upon her 
the responsibility of depriving herself of 
your future services; (2) it will lighten 
your work next year; and (3) you will 
have the knowledge of duty completely 
(and finally) done. 


Another routine that might succeed in 
selected situations runs like this: After 
you have assembled all the facts and figures, 
call the lady on the telephone. (Don’t 
try this across the desk unless you have 
more histrionic ability than the tax man 
is usually endowed with.) Bemoan the size 
of the tax facing her, and ask her please, 
please try to remember if there isn’t some 
other deduction she has failed to report 
to you. After a futile exchange on this 
point, remark casually that when she 
reaches the age of sixty-five in the distant 
future, she can save several hundred dollars 
of that tax every year. If she comes back 
with “Oh, but I am sixty-five already,” 
excuse yourself quickly to answer a tele- 
phone call from the White House before 
she realizes what she has done. You are in. 


So much for the single lady. Now to 
consider the lady spouse (wonder who 
thought up that word), upon whose hus- 
band you can often adroitly lay the blame. 
But beware the probing, curious lady spouse 
who insists on examining the joint return 
before signing it, especially if her husband 
is more interested in avoiding argument 
than in protecting you. What would his 
answer be if she should say, “Henry, did 
you tell the man I was sixty-five years 
old?” This is no mean question, and his 
probable answer deserves your most careful 
thought. Perhaps here you should be even 
more subtle than in the case of the 
unmarried lady. 

In any event, if all does not go well 
with you in solving the various problems 
of “sixty-five-and-over,” you can console 
yourself with the thought that someday 
you will get yourself an extra exemption— 
or two of them, unless your wife decides 
to show you who is the really subtle spouse 
in your household. [The End] 
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THE SALE AND LEASE-BACK 
of Corporate Property—A Tax Problem 


By WILLIAM L. CARY 


PROFESSOR OF LAW AT NORTHWESTERN UNIVERSITY SCHOOL 
OF LAW, MR. CARY IS A.MEMBER OF THE MASSACHUSETTS, 
ILLINOIS, OHIO AND DISTRICT OF COLUMBIA BARS 





T HE SALE and lease-back of corporate 
property, though relatively new to cor- 
porate financing in this country, seems 
nonetheless appealing to business in its cur- 
rent quest for capital. The lease-back 
technique has been widely publicized, and 
was recently referred to as “the most note- 
worthy financial device of the present cen- 
tury.”* Today it is being hawked and 
brokered as a panacea for most corporate ills. 
It is said to be a source for more capital, 
and to result in improved rather than in- 
jured credit standing. From the investors’ 
standpoint, it is being offered as a top-grade 
investment in which institutional buyers 
may participate. Finally, it is referred to 
as an assured avenue for tax avoidance. 
The tax aspects will be the main topic for 
discussion here. 


In actual fact, there may be business ad- 
vantages, and probably some tax advan- 
tages as well, in the selective use of the 
sale and lease-back. As one method of 
financing business, it is solidly grounded. 
Though subject to tax abuses, it is not 
purely a tax-avoidance scheme, as is the 
collapsible corporation. There is, however, 





1Comment, ‘‘Some Economic and Legal As- 
pects of Leaseback Transactions,’’ 34 Virginia 
Law Review 686. 





"[‘HIS ARTICLE is the abridged, 

and somewhat altered, version of 
the author’s article which appears in 
the November, 1948 issue of the Har- 
vard Law Review. This subject formed 
the basis of a lecture before the New 
York University Seventh Annual In- 
stitute on Federal Taxation. It is re- 
printed by permission of New York 
University and Matthew Bender & 
Company, publishers of the proceed- 
ings of the Institute. 





Sale and Lease-back 


danger that it may become over fashionable 
and may be adopted when more conven- 
tional means of finance would be appro- 
priate. Contrary to financial reports, there 
is no alchemic magic in its use. The pur- 
pose of this article is to examine the me- 
chanics of sale and lease-back arrangements, 
particularly from a tax standpoint, and to 
determine whether any pitfalls lie in the 
way of increasing use of the device. 


As the name implies, a sale and lease-back 
arrangement commonly involves a sale of 
land and buildings to an investor by a busi- 
ness concern which simultaneously leases 
them back upon a long-term contract, fre- 
quently making some provision for renewal 
or repurchase. The plan has been much 
publicized by the frequent participation of 
charitable and educational institutions in the 
financing transactions, although many of 
the sales are being consummated directly 
between the vendor-corporation and insur- 
ance cOmpanies or, in some instances, pri- 
vate investors. Originally identified with 
retailing concerns, the device is spreading 
among other organizations in which a sub- 
stantial portion of the assets is invested in 
store buildings, warehouses or fixed plant. 


To choose an illustration for subsequent 
discussion, a more or less typical example 
of sale and lease-back might consist of the 
following: (1) A department store sells 
to an insurance company or a university all 
of its land and buildings, in many cases at 
book value. (2) If the sale is not at book 
value, there may be a loss which (depend- 
ing on the date of the transaction) might 
be used as a carry-back to excess profits 
tax years. (3) Simultaneously with the 
sale, the department store obtains a lease 
upon the properties then sold for a period 
often running from twenty to thirty years. 
The terms of the lease normally provide 
for annual rental payments which amount 
to a complete amortization of the purchase 
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price plus a net return to the investor of 
3% to 4% per cent over the period of the 
lease. In this respect the result is much 
the same as if the store were financed by 
an equivalent loan. (4) In addition, there 
is a series of provisions which account for 
such popular descriptions of the sale and 
lease-back as ‘net lease” or “carefree” in- 
vestinents! the tenants agree to pay real 
estate taxes, insurance and maintenance 
costs as well as alterations or improvements 
on the leased premises. (5) The investor 
(insurance company or university) may in 
its turn give an option to the tenant to 
renew the lease for an additional term of 
twenty to thirty years or for several addi- 
tional terms, or, in the alternative, may 
give an option to purchase to the depart- 
ment store. The terms of the renewal lease 
and repurchase options vary widely. Many 
renewals involve rentals at nominal figures, 
or at least at figures which contrast sharply 
with the rentals paid over the original term; 
in some cases they may be based on a low 
percentage of the value of the land alone. 
Similarly, the terms of a purchase option 
may vary from a nominal figure at the end 
of the lease term to a value fixed by inde- 
pendent appraisal at that time. 

Since each sale and lease-back is said to 
be individually tailored, it is difficult to 
prescribe a single pattern with respect to the 
form which it may take. For example, 
in one situation a department store or other 
operating company wishing to finance a new 
building enters into an agreement with an 
investor, who undertakes to erect a building 
upon a site selected or owned by the com- 
pany and in accordance with the latter’s 
specifications. In another instance, an im- 
pecunious charitable institution? serves pri- 
marily as a conduit, holding title to the 
property and leasing it back, but obtaining 
most of the funds necessary for the pur- 
chase through a mortgage loan from an 
insurance company. With these warnings 
in mind, our example may profitably be 
used as the motif around which variations 
can be introduced. 


3efore proceeding directly to the tax 
aspects, a caveat to the tax practitioner is 
probably advisable. Our tendency is to 


2'The scope of this article does not permit 
discussion of the function of impecunious char- 
ities as conduits for lease-back transactions. 
Suffice it to say, some are purchasing prop- 
erties largely with borrowed funds and obtain- 
ing a high yield through leverage, specifically 
through the difference between the rentals re- 
ceived and the sums payable to the lender, 
usually an insurance company. This problem 
is covered in some detail in 62 Harvard Law 
Review 1. 
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think of a transaction too narrowly and thus 
base our advice exclusively in terms of 
whether the sale and lease-back would be 
a successful or an unsuccessful tax device. 
As a matter of fact, even were there no 
tax inducements whatsoever, some corpora- 
tions today would enter into these trans- 
actions for the business and legal advantages 
they may afford. 

It is beyond the scope of this article to 
analyze such advantages in detail, but they 
must be at least recognized in passing. 
One of the primary reasons given by com- 
panies for adopting the sale and lease-back 
is that they may secure a larger amount 
of capital than through any form of debt 
financing. In contrast with mortgage loan 
or debenture financing, private companies 
enjoying a reasonable credit standing are 
often successful in obtaining through the 
sale and lease-back 100 per cent of the valu- 
ation of their property. Even among those 
authorities who doubt whether the initial 
sale and lease-back produces more capital 
than debt financing, it is often admitted that 
such an arrangement may permit the com- 
pany to obtain greater aggregate capital. 
The fact is that the investing institution in 
a lease-back transaction does not have the 
general obligation of the company; in in- 
solvency proceedings its rights are limited 
to those of a landlord. This reduction in 
the outstanding obligations which could be 
asserted against the company in bankruptcy 
or reorganization correlatively increases the 
possibility of the company’s obtaining 
future loans. 


A second major reason that a business 
niay prefer the sale and lease-back arises 
from its effect on the balance sheet. At 
least one company is known to have adopted 
this arrangement in preference to debt 
financing for the primary purpose of avoid- 
ing the requirement that indebtedness be 
shown on its statement. Some question 
might well be raised whether or not, under 
proper accounting standards and _ future 
SEC requirements, the lease rentals may in 
the future have to be shown on the balance 
sheet at least by way of a footnote, upon 
the theory that the transaction is nothing 
more than an alternative to debt financing. 
Suffice it to say, however, at the present 
time companies have followed, and may 
follow, the practice of omitting any refer- 
ence to the transaction upon their state- 
ments. In this connection it should be 
noted that company executives commonly 


3 See Cannon, ‘‘Danger Signals to Accounts in 
Net-Lease Financing,’’ 85 Journal of Account- 
ancy 312, at p. 319. 
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make the remark that they “do not wish 
their capital tied up in fixed property.” 
However, the facts of the matter are that 
irrespective of the appearance of the bal- 
ance sheet, such executives still have full 
responsibility as operators, and in addition 
have bound themselves to make rental pay- 
ments equal to the amortized sale price plus 
interest at a higher rate than is charged 
upon a comparable loan. The question, 
therefore, is whether the companies are not 
exclianging one millstone for another. 


An additional motive which has induced 
some companies to enter into sale and lease- 
back agreements is the avéidance of restric- 
tions on borrowing. For example, some 
concerns considering alternative financing 
might fear the imposition of such conditions 
as a maintenance of debt ratio or a require- 
ment to maintain net working capital at 
some agreed figure. These are merely illus- 
trative of restrictions commonly appearing 
in bond indentures, loan agreements or even 
preferred stock certificates. They might be 
embarrassing to the company, and prevent it 
from obtaining more funds when subse- 
quently needed. By the same token, an 
existing indenture may already contain a 
provision which would prevent the com- 
pany from issuing new debt obligations but 
might permit the sale of the properties. 


All the possible business advantages 


alleged for the sale and lease-back must be 


weighed against the fact that the transac- 
tions thus far consummated seem to demon- 
strate that the interest rate implicit within 
the rental payments is higher than the in- 
terest rate upon comparable debentures or 
loans to the same corporation. Any precise 
comparison between the two costs within 
the same concern is, of course, difficult to 
establish. In general, insurance company 
executives seem to believe that the differen- 
tial amounts to approximately three eighths 
to five eighths of a per cent. Some say it 
inay be as much as a full per cent. 


While general business and legal consid- 
erations have bulked large in determining 
whether to enter into a sale and lease-back 
agreement, there can be no question that 
the tax aspect has been an important, and 
in many cases controlling, factor. As one 
insurance executive has indicated, “During 
the negotiations it has always been present 
in the mind of vendors.” Currently any 
statement regarding the tax implications can 
at best be regarded as a forecast. While 
transactions resembling the sale and lease- 
back have occasionally come before the 
courts or the Bureau for consideration, no 
decisions or rulings upon the many current 
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arrangements have been published, although 
rumors concerning one or two rulings are 
circulating among the tax bar. At the pres- 
ent time the Treasury and the Joint Com- 
mittee on Internal Revenue Taxation are 
studying the tax aspects, particularly from 
the standpoint of tax-exempt institutions as 
buyer-lessors, but have not as yet progressed 
beyond flagging the problem for possible 
legislation some day in the future.* 

At this point it may be well to consider 
why in most cases the purchasers appear 
to fall into two classes—universities and 
other tax-exempt charitable institutions, and 
life insurance companies which at the pres- 
ent time may well be described as having 
a quasi-tax-exempt character.° The prob- 
able reason lies in the form which lease- 
back receipts take. Moneys received under 
lease arrangements are rentals, which, with 
respect to an ordinary taxpayer, must be 
treated as income for tax purposes. Thus, 
in the case of a private investor, the pref- 
erence, all other things being equal, would 
be in favor of making an equivalent loan 
to the company rather than purchasing its 
property and leasing it back, in view of 
the fact that money received which is clearly 
a repayment of principal need not be de- 
clared as income. On the other hand, 
charitable organizations and, currently, life 
insurance companies would be indifferent as 
to whether receipts were reported on the 
tax return as a rental payment or omitted 
from it as a repayment of a principal sum. 
With these curtailed introductory remarks 
respecting the sale and lease-back in gen- 
eral, the succeeding discussion will focus 
upon the tax aspects from the standpoint 
of the corporation-vendor-lessee. 


Deduction of Rental Payments 


The major tax advantage claimed for the 
sale and lease-back rests upon the assump- 
tion that the vendor-lessee may claim a 
100 per cent deduction of the rental pay- 
ments. If the contract follows the normal 
pattern, the corporation-lessee will, over 
the original lease period, pay and take as 





*See Wall Street Journal, October 23, 1947, 
p. 1, column 6. But some hearings on the sub- 
ject have been held. Hearings before Commit- 
tee on Ways and Means, 80th Congress, 1st Ses- 
sion, Part 5. 

5 In December, 1947, Secretary of the Treasury 
Snyder announced that under the formula ap- 
plicable to them, life insurance companies would 
not have to pay an income tax during that year. 
Wall Street Journal, December 27, 1947, p. 2, 
columns 5-6. The figure used in computing the 
“reserve and other policy liability credit’’ of 


life insurance companies for 1947 is 1.0066. T. D. 
5595, 1947-2 CB 96. 
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a deduction the equivalent of (1) interest 
at a slightly higher rate than would be 
charged upon an equivalent loan, plus 
(2) the amortized sale price of the prop- 
erty. For example, in the transaction be- 
tween Allied Stores Corporation and Union 
College, the payments were gauged to amor- 
tize the full $16,150,000 sale price, and yield 
a net return of around 34% per cent over 
the original thirty-year term. 


By contrast, if the corporation should 
borrow the same amount of funds in pref- 
erence to negotiating a sale and lease-back, 
or, to illustrate, if Allied had issued 
$16,150,000 in notes, the casual impression 
is that the company would obtain a deduc- 
tion equal only to the interest upon the 
loan. It is true that there would be no 
deduction for the amortized principal pay- 
ments. Nevertheless, the first impression 
is one of greater savings than actually re- 
sult, for when the corporation finances 
through borrowing, it retains the fixed assets 
upon its books and therefore may take an 
additional deduction amounting to the de- 
preciation necessary to write them off over 
their estimated life. Furthermore, it still 
has title to the property at the end of the 
lease term. The net major advantage of a 
sale and lease-back over borrowing an equiv- 
alent sum, therefore, is that the loss of de- 
ductions for depreciation on the buildings 
is more than offset by the opportunity of 
writing off, within a specified period, the 
whole property, including items such as land 
which may not be amortized under the 
tax laws. 


In the light of this comparison, one lesson 
may already be derived with respect to the 
advisability, from the tax standpoint, of a 
lease-back as compared to a loan—namely, 
that the advisability of a lease-back varies 
inversely with the depreciable character of 
the property. If the property consists prin- 
cipally of land, there may be a distinct ad- 
vantage in the lease-back device; land may 
not be amortized for tax purposes even 
though the corporation, as, for example, a 
department store, may recognize that years 
hence the location of its building may be 
unfavorable and the land possibly worth- 
less. The sale and lease-back, therefore, 
offers a way in which land may in effect be 
depreciated under the guise of “rental” 
payments. 

To some extent, the same principle may 
apply with respect to buildings and other 
fixed assets which, for tax purposes, have 
already been fully depreciated. Further- 
more, even where little depreciation upon 
buildings has yet been allowed, the lease 
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arrangement is attractive as providing the 
equivalent of accelerated depreciation. From 
an administrative standpoint, the lease 
affords a convenient and clear-cut deduc- 
tion schedule, fixed by the rentals, as dis- 
tinguished from negotiation with the Bureau 
over the details of estimating the life of the 
property. In this respect the timing of the de- 
ductions would be of the essence. All these 
advantages from the standpoint of tax deduc- 
tions must, of course, be weighed against the 
higher rate and loss of the property upon ter- 
mination of the lease. 

The premise of the above discussion— 
that the full rental payment may be taken 
as a deduction—has been subjected to some 
inquiry. One commentator has indicated 
that the transaction may be treated not as 
a sale but as a disguised loan, so that only 
the interest on the sales price would be 
deductible.* Conceivably, support for this 
view might be derived from the argument 
that a sale and lease-back arrangement was 
an oblique attempt to secure a deduction 
for depreciation upon real estate, which is 
not permitted under the revenue laws. But 
this approach totally ignores the possible 
business reasons for lease-back financing 
and the important fact that the vendor 
has sacrificed its right to the property at 
the expiration of the lease. At most, the 
Bureau might raise the point in exceptional 
instances. The circumstances under which 
a sale may not be a “sale” for tax purposes, 
a question which arises in its most acute 
form when the lease contains an option to 
repurchase, will be discussed below. At 
the moment, let us assume that where there 
is no option to repurchase, and where in fact 
the buyer-lessor has taken the property and 
given back a lease, with no strings attached 
as to its disposition after the original term, 
the original sale will be treated as a sale 
for purposes of tax liability. 

There is one common situation in which 
the Bureau, without going so far as to de- 
clare the sale wholly ineffective for tax 
purposes, may rule that the full rental pay- 
ment is not deductible in the year in which 
payment is made—that is, where options to 
renew at a low figure have been given to 
the seller-lessee. Such options can be found 
in a large number of cases today. If we 
consider, as an example, one lease which 
is quite typical of many sale and lease-back 
arrangements in the retailing industry, the 
minimum rental prescribed in each year over 
the thirty-year term is 190 per cent of any 
payment agreed upon in the succeeding re- 





6 Treasury Scrutinizes Real Estate Sales to In- 
stitutions, Research Institute of America (1948). 
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newal period." In some cases the rental 
payment in the succeeding lease period is 
relatively nominal. There may be justifica- 
tion for some drop in rentals after a long 
initial term, but where there is a precipitous 
drop to an unreasonably low figure, the 
facts may appear to justify the conclusion 
that the renewal right was at all times in- 
tended to be exercised and, other things 
being equal, certainly will be exercised. 
Under these circumstances, it is possible 
that the Bureau will not permit the full 
rental payments during the initial period to 
be taken as deductions, but will force a por- 
tion to be capitalized as prepayments of 
rental during the succeeding lease period. 
No cases directly in point are available, but 
the line of authorities dealing with deduc- 
tions for a purchased leasehold is analog- 
ous. Where the lease has a definite fixed 
life at the expiration of which the property 
reverts to the lessor or loses its usefulness, 
it is generally held that exhaustion will be 
prorated over the life of the lease.2 Where, 
however, the lessee has a right of renewal, 
the exhaustion should be spread over the 
combined period if there is a strong likeli- 
hood that the right will be exercised.® 





‘For the first thirty years, rentals run from 
$906,000 in the first year to $514,000 in the thir- 
tieth. They then drop to $270,000 for twenty 
years and to $135,000 for thirty-nine years. A 
second case provides for a lease to run for forty 
years based on a return of 4.65 per cent, and 
then to continue for the balance of the ninety- 
nine years at one per cent. See quotation from 
Levy, ‘‘The Trend of Corporations to Sell Their 
Real Estate to Institutional Investors,’’ The 
Mortgage Broker, December, 1947, at p. 2: ‘‘Re- 
newal options and rates of interest ranging from 
one per cent to two per cent have been given 
by insurance companies on the basis that the 
primary period of the lease has fully amortized 
the insurance company on the purchase price 
of the property.’’ 


8292 Flatbush Avenue Corporation [CCH Dec. 
1261], 3 BTA 830 (1926); Strand Amusement 
Company [CCH Dec. 1260], 3 BTA 770 (1926). 


®*See Commissioner v. Pittsburgh Union Stock 
Yards Company [1931 CCH { 9085], 46 F. (2d) 
646 (CCA-3, 1931); Arcade Company [CCH Dec. 
12,410-A]. BTA memo. op. (1942); Mertens, 
Law of Federal Income Taxation, Vol. 4. Sec- 
tion 23.93 (quoting the Arcade case); Siegel, 
“Options to Buy or Renew Contained in a 
Lease,’’ Proceedings of the New York University 
Sicth Annual Institute on Federal Taxation, pp. 
990-991 (1948). But see Siegel at p. 995 (dis- 
cussion of decisions after Bonwit Teller € Com- 
pany v. Commissioner [5 ustc § 1536; 2 ustc 
1797], 53 F. (2d) 381 (CCA-2, 1931). Cf. I. T. 
3396, 1940-2 CB 65. There the Reconstruction 
Finance Corporation acquired land, and leased 
it to N Company for a period of eight years, 
with a right of renewal for a similar period. 
The company was then to construct a manufac- 
turing plant with funds borrowed from the 
RFC. The ruling was that the company might 
amortize the plant and permanent equipment 


Sale and Lease-back 


In other instances, the sale and lease-back 
agreement provides for renegotiation, with 
no strings attached, at the end of the orig- 
inal lease term; under these circumstances, 
the rental value under the renewal lease 
would probably correspond to what would 
be fair in arm’s-length dealing under then- 
current market conditions. If we proceed 
by analogy, there seems to be little fear 
that the payments over the original term 
would be disallowed as deductions. There 
may be some danger in the Allied Stores 
type of lease, however, where the subsequent 
rental is agreed upon as a fixed per cent 
(there two per cent of the land value). The 
percentage itself may be minimal, even 
though the valuation of the real estate is 
to be determined by independent appraisers 
prior to the exercise of the option to extend. 


Losses and Gains 


Another important tax aspect of a sale 
and lease-back transaction involves taking 
on the sale a loss, or perhaps a gain, under 


. Section 117 (j) of the Internal Revenue 


Code. Losses were particularly significant 
where they could be used as carry-backs 
to excess profits tax years. Allied Stores 
estimated that there would be a small tax 
loss of approximately $340,000, which would 
be claimed as deductible in determining fed- 
eral income and excess profit taxes. While 
this is not a sizable claim on a $15,150,000 
sale, in other known instances the loss 
asserted amounted to more than a million 
dollars. If we assume that such a loss 
may be taken, the possibility exists that the 
Bureau, following a procedure analogous to 
rewriting rentals, may force the loss to be 
prorated and taken over the term of the 
lease. Rumors are current that such action 
has already been taken in several instances. 





over the eight-year period. It was pointed out 
that the existing facilities of the company were 
modern, efficient and designed to produce ar- 
ticles of the character to be manufactured in the 
new plant in sufficient quantities to meet the 
demand which existed prior to the emergency. 
To quote from the text, ‘“‘The facts do not show 
with reasonable certainty that the lease will 
be renewed since the present facilities of the 
[company] are sufficient to meet the demand 
for such articles which would probably exist 
if the emergency or the national defense pro- 
gram should end before the expiration of the 
original term of the lease.’’ For analogous cases 
in which courts have disregarded the form of 
the ‘‘leases’’ and treated the transactions for 
tax purposes as sales, cf. &teve Lodzieski [CCH 
Dec. 14,173(M)], 3 TCM i056 (1944); Robert A. 
Taft [CCH Dec. 7944], 27 BTA 808 (1933); Wat- 
son v. Commissioner [3 ustc 7 1001], 62 F. (2d) 
35 (CCA-9, 1932); and cases cited in Siegel, op. 
cit., p. 991, footnote 7. See also Judson Mills 
[CCH Dec. 16,485], 11 TC —, No. 3 (1948). 
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Several pitfalls lie in the way of a com- 
pany’s taking this loss. The first hazard, 
already mentioned, that the “sale” may be 
treated not as a sale but merely as a form 
of loan, will be discussed below. Second, 
as has already been pointed out, the rentals 
are not computed through the conventional 
procedures by which real estate rents are 
fixed; rather, they are calculated on the 
basis of a repayment of the sale price pro- 
rated over the original lease period, plus 
an interest rate, as, for example, a three 
and one-half or four per cent net return. Un- 
der these circumstances, to use the phrase 
of counsel for one company negotiating a 
sale and lease-back, “the sales price can be 
juggled within our discretion.” If the 
corporation sells the property at a high fig- 
ure, it will receive more money initially and, 
as with any loan, pay more in rentals over 
the period of the lease. The converse is 
equally true. Thus, in some cases the pur- 
chase price may, within reasonable limits, 
be unrelated to market values; it may de- 
pend on how much the investor is willing 
td “lend.” In any event, the transaction is 
not comparable to a purchase and sale at 
arm’s length without a lease-back, in which 
an accurate appraisal of the property is pre- 
requisite. For these reasons the Bureau 
may .take upon itself the responsibility of 
rewriting the transaction and disallowing all 
or part of any loss claimed. 

Another fear of counsel in connection 
with taking a loss on the sale and lease- 
back arrangement stems from Section 112 
(b) (1) of the Internal Revenue Code. In 
general, this section provides that no gain 
or loss is recognized if a taxpayer ex- 
changes property for property of a like 
kind. The Regulations give an example of 
a taxpayer who exchanges “a leasehold of 
a fee with 30 vears or more to run for 
real estate.””” This example is the precise 
converse of the sale and lease-back situa- 
tion, but clearly the rule might apply both 
ways. Possibly this section was intended 
to apply solely to the exchange of different 
properties, and not to the exchange of dif- 
ferent interests in the same property; there 
have been no known interpretations of the 
section with reference to a lease-back trans- 
action. However, concern as to its appli- 
cation already lurks in the minds of tax 
counsel when they give advice with respect 
to a gain or loss, particularly where the 
transaction involves a lease extending as 
long as thirty years. 

All the above factors contribute to the 
conclusion that when allowance of the loss 





1” Regulations 111, Section 29.112 (b) (1)-1. 
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is sought, the sale price of the property and 
the rental under the lease should each corre- 
spond to what would be fair in arm’s- 
length dealings under current market con- 
ditions if the sale and the lease were each 
between different parties.’ A few tax 
lawyers have insisted on a reasonably short- 
term lease with no renewal rights, or very 
limited ones, in order to avoid Section 112 
(b) (1). Under this conservative approach, 
a property owner would have to take his 
chances on conditions existing at the ex- 
piration of the original leasehold.” 

The above discussion with reference to 
losses may be relevant to gains as well. 
There are available cases in which a corpo- 
ration has bargained for a high sales price 
primarily for an assumed tax advantage. 
Yet where the price is in excess of the basis 
of the property, the company might, by 
taking a 100 per cent deduction of rental 
payments, gain an over-all benefit to the 
extent of the difference between the cor- 
porate tax rate and the twenty-five per cent 
tax paid immediately. Much would depend 
upon the future tax on corporation income 
and upon the discounted (present) value 
of the annual rental deductions to be taken 
in succeeding years. Thus, it is remotely 
conceivable that the Commissioner may 
raise some objections where the price set 
upon the property appears unreasonably 
high. It should be noted that the Regu- 
lations are applicable to a gain as well as 
to a loss. 


Disregard of Fictional Sale 


Another variant among agreements is the 
frequent recurrence in a sale and lease-back 
agreement of an option to repurchase, some- 
times at a nominal price. The obvious 
danger lurking in such an option is that 
the sale will not be treated as such, but 





11The suggestion has been made that a sale 
to a charity at an unduly low price might be 
deemed to be a gift by the seller. See Blodgett. 
‘‘Taxation of Business Conducted by Charitable 
Organizations,’’ Proceedings of the New York 
University Fourth Annual Institute on Federal 
Taxation, pp. 418, 433. 

2 It has been suggested that a company might 
deliberately, for tax reasons, take a loss upon 
the sale of land and buildings in consideration 
for correlatively lower rental payments. This 
would not occur frequently if we assume that 
in the majority of instances the company’s prim- 
ary objective is to obtain the maximum amount 
of capital and hence the highest possible price 
for its property. At any rate, the commen- 
tator’s conclusion was that the Treasury ‘‘might 
impute a value to the lease by capitalizing the 
rent reduction and could add such capital value 
to the cash proceeds which the vendor received 
upon the sale of the property.’’ A. Eulenberg, 
Chicago Journal of Commerce, October 19, 1948. 
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rather that the whole transaction will in 
effect be regarded as a loan. There is sub- 
stantial justification for this view where the 
vendor-lessee retains substantially all he 
originally had. Some early authorities, 
however, might suggest a contrary conclu- 
sion. For example, an agreement sub- 
mitted to the Bureau in 1923 was in the 
form of a ninety-nine-year lease containing an 
option to purchase at the end of fifty years 
at a minimal price.“ The Bureau ruled, 
nevertheless, that the annual payments re- 
ceived by the landlord under the terms of 
the lease should be considered as rent and 
not as installments on the purchase price 
of the property. There the ruling was made 
with respect to the landlord-recipient rather 
than to the tenant-payor. 


Lazarus Case 


However, the approach of the Supreme 
Court, reflected in such tax cases as Higgins 
v. Smith,* seems to point clearly to the 
likelihood that the courts will look at the 
over-all economic effects of a sale combined 
with a long-term lease-back and an option 
to repurchase, and may refuse to give the 
transaction the tax effect of a sale. Helver- 
ing v. F. & R. Lazarus & Company ” is perti- 
nent to this approach. There the taxpayer, a 
department store, sold its property to a bank 
as trustee for the holders of certain land- 
trust certificates, immediately leased it back 
for ninety-nine years and obtained in the 
same transaction an option to repurchase. 
At the time, financing by the sale of prop- 
erty to a trustee for distribution of trust 
certificates to the public was preferred in 
Ohio to the issue of mortgage securities.” 
The store took the position that the trans- 
action was in effect a loan rather than a 
sale, so that as the still-effective owner of 
the property, it might take the depreciation 
deduction. The Commissioner disallowed 
the taxpayer’s deduction of depreciation on 
the buildings on the ground that the statu- 
tory right followed legal title. The Board 
of Tax Appeals concluded that the trans- 
action was in reality a mortgage loan, in 
which legal ownership had been given to 
the bank merely as security and the “rent” 
stipulated in the concurrently executed 
lease-back had been intended as a promise 





37, T. 1819, II-2 CB 122 (1923). 

4 [40-1 ustc { 9160] 308 U. S. 473 (1940); cert. 
den. on taxpayer’s appeal 308 U. S. 561. 

8 [39-2 ustc § 9793] 308 U. S. 252 (1939) ; aff’g 
[89-1 ustc § 9305] 101 F. (2d) 728 (CCA-6); aff’g 
[CCH Dec. 8967] 32 BTA 633. 

% Until about 1930 mortgages in Ohio were 
taxed at a very high rate, so that as a rule 
Ohio residents did not care to own them. See 
Robert A. Taft, supra, footnote 9. 


Sale and Lease-back 


to pay interest on the loan. The Supreme 
Court ruled with the Board of Tax Appeals, 
relying upon “the equitable doctrine : 
of looking to extrinsic evidence behind a 
transfer absolute on its face to determine 
whether only a security transaction was 
contemplated by the parties.” 

Other Supreme Court decisions have 
gone equally far in their emphasis upon the 
importance of the “realities” of transactions 
in ascertaining their tax effects.” If the 
courts should rule that the lease-back trans- 
action is not a sale, the likelihood is that 
“rental” payments would not be deductible 
in full** and no gain or loss on the trans- 
action would be recognized. There would 
then be possibilities of endless negotiation 
as to whether the corporation could be per- 
mitted to take deductions for estimated in- 
terest and depreciation on the property. 

If the option to repurchase at a nominal 
figure can prevent the transaction from 
having the tax consequences of a sale, the 
correlative problem is how much further 
the doctrine of “economic realities” may be 
carried. Is the Supreme Court’s approach 
in the Lazarus case applicable where there 
is an option to repurchase at the initial sales 
price less depreciation, or at a price to be 
determined at the end of the original term? 
If the option price appears to reflect a fair 
arm’s-length bargain, or if the understand- 
ing is that there is to be arm’s-length bar- 
yvaining at the expiration of the lease, the 
existence of an option should have little 
effect upon the “economic realities.” The 
original sale and the option would consti- 
tute separate transactions, as if between 
different parties negotiating for the first 
time. If, however, the agreement goes be- 
yond this point and, because of its favorable 
terms, makes exercise of the option inevit- 
able or even probable, the Lazarus approach 
might come into play. Some counsel and 
certain insurance companies have accord- 
ingly insisted that no repurchase option 
appear in the lease agreement. 

To go a step further, let us inquire what 
may be the effect of a very long-term lease 
or a lease with option to renew on a nominal 
or even fair rental basis. Is the Lazarus 





17 See Griffiths v. Commissioner [40-1 ustc 
{| 9123], 308 U. S. 355 (1939); Commissioner v. 
Court Holding Company [45-1 ustc { 9215], 324 
U. S. 331 (1945). 

18 Code Section 23 (a) (1) (A) provides: ‘‘In 
computing net income there shall be allowed 
as deductions . rentals . of property 
to which the taxpayer has not taken or is not 
taking title or in which he has no equity.”’ 
Where the vendee-lessor is a charitable organ- 
ization, it might conceivably be contended that 
the rental payments were a gift. See Siegel, 
op. cit., footnote 9, at p. 991. 
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decision intended to cover such instances 
as these? No ready answer can be given 
to the question.” However, it is one thing 
to compel a reallocation of rental payments 
over the renewal period, and another to say 
that a true lease, despite its long duration, 
is not a lease at all. Even if the Regulations 
should require that a sale with a long-term 
lease be treated as an exchange of property 
of like kind, and thus disallow any loss or 
gain, it would still not be necessary to hold 
that rentals are not lease payments at all. 
There is no evidence that the Bureau has 
yet taken the latter position. But here 
again eminent counsel have been conserva- 
tive and have advised a reasonably short- 
term lease, with very limited or no renewal 
rights. If this advice is taken, it seems 
likely that tax deductions will be allowed. 


Transactions with Affiliated Charities 


There is one final variation on the sale 
and lease-back which may have major tax 
implications—the sale of property by a 
company to an affiliated charity or to its 
own pension fund or trust. In one case, 
for example, the vendee was a savings and 
retirement plan of company employees; in 
another, the purchaser was a foundation for 
the employees’ benefit. The special danger 
to the vendor in such cases is that a transfer 
by it to a trust dominated by its own officers 
may, for tax purposes, be nullified as a sale 
because the transaction is “within the cor- 
porate family.” If the sales price is too 
low, the Bureau might conceivably take the 
position that the trust was being used as an 
instrument of the company primarily for 
purposes of taking a loss, and hence that 
losses as well as rental payments were not 
deductible by the vendor. A more remote 
danger is that all contributions made by the 
corporation to the trust fund would be dis- 
allowed as deductions on the ground that 
the trust was not for the employees’ exclu- 
sive benefit as required. 

Some further concern may exist with re- 
spect to the rental payments. If they are 
unreasonably low, the claim may be that 
an affiliated charity is in effect giving away 
its tax exemption. The argument has been 
made that since it is immaterial to a tax- 
exempt organization whether receipts are 
taken on its books as rentals or as a return 
of principal plus interest, it is furnishing 





1% While in the Lazarus case the taxpayer 
rather than the Bureau was seeking to establish 
that the whole transaction was intended to be 
a loan, in other respects the facts of that case 
would seem closely analogous. The Lazarus 
decision involved a ninety-nine year lease with- 
out renewal provisions. 


the vendor-lessee, at bargain prices, a form 
of payment which is 100 per cent deductible. 
Actually, if a private investor were involved 
rather than an organization enjoying tax 
exemption, the rental might be higher be- 
cause it would be fully taxable as income 
to the recipient. Hence, it may be argued 
that the vendor-lessee is in effect receiving 
the benefit of the charity’s tax advantage. 
On this theory, there might be justification 
for the Bureau to take corrective action, as, 
for example, to capitalize any rent differen- 
tial and add it to the sales price. There has 
been some criticism that universities and 
insurance companies are also “selling” their 
tax exemption, but the tax implications to 
the vendor-lessee under the circumstances 
of such an arm’s-length deal seem decid- 
edly remote.” ; 

If, on the other hand, the sales price of 
the property was deemed high, the Bureau 
might take the contrary position that the 
company was again abusing its alter ego, 
the trust, for the purpose of taking large 
deductions as rental payments. If any evi- 
dence of such intent existed, the Bureau 
might well have the power to rewrite the 
agreement and reallocate the payments on 
the ground that the case involved “two or 
more organizations owned or con- 
trolled directly or indirectly by the same 
interests.” The possibility of reallocation 
would obviously be greater if the corpora- 
tion had at the same time obtained from its 
trust an option to repurchase or even to 
renew at nominal figures, thus creating the 
impression of an illusory transfer from the 
right hand to the left. 

Although counsel have in general been 
conservative about advising sales to such 
pension trusts, several instances in which 
the Bureau has passed such transactions 
are known. Able tax consultants, therefore, 
have taken the justifiable position that 
rental payments to pension trusts should 
be deductible (1) if it is impossible for the 





2 The significance of the ‘‘sale’’ or ‘‘gift’’ of 
tax exemption may be overemphasized. It 
should be noted that in the case of a private 
investor engaged in purchasing properties and 
leasing them back, depreciation will be taken 
to the extent of the full cost price of the build- 
ings and other depreciable property over their 
estimated life. Under these circumstances, in- 
surance companies which, operating on a longer- 
range financial program, will ultimately secure 
the deduction, might not object to lease-back 
investments whatever the tax rate imposed upon 
them. Query, however, where the property 
consists principally of land. 

21 Code Section 45. Cf. Welworth Realty Com- 
pany [CCH Dec. 10,752], 40 BTA 97 (1939). 
While Section 45 has not yet been given this 
broad an application, such an interpretation does 
not seem unlikely. 
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corporation making contributions to such a 
trust to recover the contributed funds, (2) if 
there is no corporate control justifying dis- 
regard of the sale transaction and of the 
rental payments on that ground, and (3) if 
the terms of the sale and the rental are 
fair when judged on an arm’s-length basis. 


General conclusions as to the sale and 
lease-back arrangement are open to numer- 
ous exceptions. Of all the inducements it 
offers, its tax features have probably been 
most widely stressed. Yet use of the lease- 
back device for tax avoidance presents the 
common difficulties of any scheme in which 
the client is attracted by the opportunity of 
“having his cake and eating it.” It may 
be that a number of cases allowing the tax- 
payers’ claims in full will clear through the 
Bureau, for in the congeries of departments 
there is as yet no single policy in regard to 
these transactions. Only gradually will a 
policy develop upon an ad hoc basis. Never- 
theless, it seems quite clear that a company 
may not take the lease rental deduction in 
full, keep the property for twenty or thirty 
years and at the same time insist upon op- 
tions to repurchase and renew at prices which 
obviously do not reflect arm’s-length bar- 
gaining. The vendor must make a basic 
decision between forgoing dominion over 
the property at the end of the lease term 
and paying a reasonable price at that time 
for retaining control. 


There are also serious doubts as to 
whether a company may be permitted to 
take a loss upon sale of its fixed assets 
under a lease-back where the rentals can be 
“juggled” to provide for amortization of any 
principal sum plus interest. Furthermore, 
there are so many avenues of abuse in trans- 
actions between a company and its own pen- 
sion trust or affiliated charity that manage- 
ment should hesitate to enter such arrange- 
ments save in exceptional circumstances. 


On the other hand, it is not to be inferred 
that there are no tax advantages whatever 
in the sale and lease-back transaction where 
the vendor-lessee is willing to lose title at 
the end of the lease term. If no strings 
are attached to the property, except possibly 
an option to repurchase it at a fair value 
or to renew the lease on reasonable terms, 
there should be a clear and legitimate op- 
portunity to obtain full rental deductions. 
These deductions will have the effect of 
Writing off the land, which would otherwise 
be nonamortizable, and of achieving the 
equivalent of accelerated depreciation upon 
the buildings. 


Sale and Lease-back 


From a business standpoint, certain defi- 
nite advantages may be derived from the 
selective use of the sale and lease-back. It 
may permit the company to obtain more 
funds from the individual transaction, or at 
least to acquire a larger aggregate capital. 
It may facilitate escaping from existing re- 
strictions in a preferred stock or bond in- 
denture, as well as avoiding the new 
limitations of an alternative loan agreement. 
Further, the attraction of “dressing up” the 
balance sheet will interest those corpora- 
tions which are seeking to maintain or per- 
haps improve their credit. Management 
should remember, however, that over the 
original lease period the company is still 
subject to all the duties implied in owner- 
ship of the property; and it is probably not 
too bold to predict that heavy fixed rentals 
assumed by concerns under lease arrange- 
ments today will contribute to insolvency 
as inexorably as do obligations actually ap- 
pearing on the right-hand side of the bal- 
ance sheet. Finally, in making the decision 
as to whether to finance through the sale 
and lease-back, every company must weigh 
the benefits of the plan against its two 
fundamental costs. The first is the higher 
interest rate which must be paid. Insur- 
ance companies say that some concerns 
which have started negotiations on the basis 
of a lease-back arrangement have changed 
their minds because they could obtain the 
required funds at a lower cost under alterna- 
tive methods of debt financing. The second 
is the fact that the lease-back device re- 
quires the vendor to give up title to prop- 
erty it could retain under more conventional 
financing methods. The ultimate decision 
will thus depend in part upon the vendor’s 
estimate of the property’s usefulness to the 
business at the expiration of the lease. 

Because the sale and lease-back is so much 
in vogue, it is time for critical examination 
of the virtues currently attributed to it. It 
is not a specific for every company needing 
capital today. Despite the protestations of 
brokers and of business periodicals, it will 
not produce two blades of grass where one 
has grown before. Stated briefly and finally, 
the reasons are twofold: first, funds re- 
ceived must be repaid, whether as debt in- 
stallments or as rent; and second, for tax 
purposes, a company may not sell its prop- 
erty and keep it too. With these two limi- 
tations, the sale and lease-back nevertheless 
performs a legitimate and useful function. 
Its popularity will probably not continue to 
accelerate at the present rate, but it has 
already taken its place both as an investment 
medium and as an important new development 
in business financing. [The End] 
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by Lewis Gluick, Cc. P. A. 


Talking Shop 





E are genuinely sorry for our friends 

and acquaintances in California. 
is not pleasant. As we write this, we are 
preparing many returns in which the 
taxpayers are claiming losses for hurricane 
damage, resulting from the Florida storms 
of 1948. Ironically, the leading case sus- 
taining deductibility of frost damage is out 
of Florida. (Montgomery [CCH Dec. 
15,594(M)], 6 TCM 77.) 


Snow 


Marital Deductions 


The Shoptalker (as always, rushing in 
where angels fear to tread) has at times 
expressed his opinion that too much space 
in periodicals of general circulation has been 
given to estates. He felt that under the 
relatively high exemptions, too few readers 
were interested, and that such articles be- 
longed in periodicals designed for trust 
companies and lawyers specializing in es- 
tate law. He believed that the average 
reader of, for example, this magazine had 
little, if any, practical need for discussions 
of estates of over $400,000—all the more 
since such estates were diminishing in 
number. 

He takes it all back now! If it had not 
been for a file of this magazine, he would 
have been squarely up against it, behind the 
eight ball and up a tree. (How’s that for 
mixing metaphors?) Lacking access to a 
law library, which was closed Saturday 
afternoon and Sunday, how could he answer 
a question suddenly thrown at him by an 
attorney who wanted some computations 
made by Monday morning? Well, here’s 
a list of what did the trick: 


TAXEs for 1948 


Month Author Page 

May eS ae ee 397 

May Foosaner and Lore... 411 

May Mannheimer 427 

May Lauritzen 430 
234 


Month Author Page 
June Morehead ... 491 
June Fink 576 
June Gemmill 592 
October Stock ..1 925 
November Gutkin and Beck.....1009 
December Kane 1119 
December Kramer ........... 1139 
and in 

January, ’49 Mannheimer . mg 13 


In California, he would also have used: 
May 407 
October 956 


Altman 
Friedland 


Death and Taxes 


The December issue was hardly out when 
the publishers of David Dodge’s book made 
a liar out of us. This book is in print—or, to 
be exact, a reprint, in a twenty-five cent pocket 
size. 

We are greatly pleased with a newspaper 
report that H. R. 6712 is being revived. If 
the bill is passed, the estates of all veterans 
who died during the war will be wholly 
exempt from tax. That is common justice. 
The report says that less than one per cent 
of veterans’ estates are big enough to be 
taxed. 

It is ironic that a government should tax 
a man who has already given his all— 
namely, his life. Write your Senators! 


We recently saw some alarming statistics 
about the frequent incidence of high blood 
pressure, and related diseases and fatalities, 
among accountants. The terriffic pressure 
from January 1 through March 15 is held 
largely responsible. When working under ten- 
sion, it is physically impossible to do consist- 
ently good work. A tax man recently related 
this case—and without blushing. Most of 
his clients have net incomes over $5,000. 
One man had a poor year in 1948, and came 
up with a bit less than $4,000. In preparing 
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the return, this good tax man calmy filled 
out the computation block of 1040, taking, 
on line two thereof, ten per cent of line one. 
Fortunately for the client’s good will, the 
error was caught by an alert junior in proof- 
reading, and the optional table was used. 

The Shoptalker opines (yes, he works 
crossword puzzles every Sunday) that the 
junior was alert because he worked only a 
forty-hour week, while his boss put in sixty 
hours at the office and kept no record of 
overtime at home. 


Dividends 


We have remarked before that many ques- 
tions for which no rulings or decisions can 
be found arise. Many are simple, and yet 
a client or someone else wants to see the 
answer in print—and it isn’t there. The 
reason, as we have indicated, is usually that 
the matter is so simple that no rulings are 
required. Incredible as it may seem, there 
is some common sense in the income tax. 
Sometimes the matter may be moot, but 
has never been adjudicated because the 
amounts involved are too small. 

It would never have occurred to the Shop- 
talker that a cash dividend (with two ex- 
ceptions) could be other than ordinary 
income. Yet the question came up in Au- 
gust in New York and in January in Florida. 
The taxpayer demanded chapter and verse. 
And all we could show him was Code Sec- 
tion 22, 

The question arose on preferred stock 
purchased while cumulative dividends were 
in arrears. Then a big dividend was paid 
in cash, cleaning up all, or part, of arrears. 
The big idea was that the recipient should 
take up just one year currently and use the 
remainder to reduce the basis of the stock. 
Then when stock was to be sold, the gain 
would be taxed at only twenty-five per cent. 
It won’t work. Or will it? 

The exceptions above noted would occur 
in the case of liquidation or in the case of 
a mining corporation which paid a dividend 
from depletion reserves. 


Another seemingly simple question arose 
under Section 102. A corporation, fearing 
itself liable for the penalty tax for unrea- 
sonable accumulation of surplus, at the end 
of December declared a good fat dividend 
payable in January. Would this excuse the 
corporation from penalty, or must the divi- 
dend be paid in the taxable year? 


Again, intensive search failed to reveal a 
positive answer. There is a wealth of ma- 
terial on the old “undistributed profits” tax; 


Talking Shop 


plenty of good stuff about the seventy-five- 
day rule for personal holding companies; 
but nothing we could find on ordinary busi- 
ness corporations. 


The Blass case [CCH Dec. 15,885], 9 TC 
15, gave a clue, but that had a gimmick. 
The corporation had a fiscal year; the divi- 
dend was paid to the stockholders, who 
were on calendar years, in time to be taxed 
to them in that calendar year. Here is an- 
other good point in the old, old fight to get 
business on a fiscal (natural business) year. 


Nurses 


You would hardly imagine, from her recent 
contributions to the Shop, that Mrs. Shop- 
talker is, by inheritance, training and prei- 
erence, in the healing arts profession. Helping 
her husband in tax season is purely a side line. 


As naturally as “boy meets girl,” her 
vocation and avocation met, and she dug 
deeply into the tax status of nurses. The 
Shoptalker reaped the benefits for his practice. 


On the income side, registered nurses who 
practice independently do their patients a 
great disservice by not giving receipts in 
good form. A slip of scrap paper may be 
substituted for the printed forms put out 
by the better nurses’ associations. But it 
must contain the same information. 


“Received from John Doe, fifty dollars 
for nursing Mrs. Doe,” is not a voucher 
which a thorough deputy collector will ac- 
cept to substantiate a medical deduction. 
The date, the full name and the address 
must also be given. 


On the deduction side, nurses are as hu- 
man as anyone and will take all they can get 
away with. Special uniforms for wear while 
nursing patients with contagious diseases are 
definitely deductible. (Meter [CCH Dec. 
13,375], 2 TC 458.) For other purposes, the 
question is still moot. (491 CCH J 146.2646.) 
While not intended for ordinary street wear, 
they are and can be used for that purpose, and 
merely substitute for other attire. The cost of 
laundering uniforms seems to be okay. (Ilild- 
man [CCH Dee. 15,341(M)], 5 TCM 712.) 

It’s in the locomotion department that the 
real trouble starts. Thousands of women 
who are not nurses wear white shoes. If, 
to overcome the hardness of hospital tile 
floors, arch props are used, such shoes may 
be deductible, but under Section 23 (medical 
deductions ). , 

White stockings, however, are rarely worn 
by anyone but nurses. Therefore, they and 
the caps, being distinctive and not customary 
street attire, are deductible. [The End] 
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INTEGRATING 


Federal Income Taxes on Corporations 


and Their Shareholders 


By OTHEL D. WESTFALL 
CPA and Assistant Professor of Accounting, University of Oklahoma 


bbe PRINCIPAL FORMS of organ- 
ization’* through which business is con- 
ducted in the United States are the individual 
proprietorship, the partnership and the cor- 
poration. Under the Internal Revenue Code, 
a normal tax and a surtax are levied upon 
the “taxable net income” of every individual. 
(Sections 11-12.) Different rates of normal 
tax and surtax are levied upon the “taxable 
net income” of a corporation. (Sections 
13-15.) Net income means gross income as 
computed under the law less the deductions 
allowed by law. (Section 21.) Gross in- 
come includes not only business profits but 
also gains and profits or income derived 
from any source whatever (Section 22 (a)), 
unless specifically exempted. It follows that 
any individual who is a business proprietor 
or a business partner must combine his busi- 
ness profits or share of the partnership 
profits with any other taxable income he 
may have when computing his taxable net 
income. (Section 181.) The corporation is 
the only one of the principal forms of or- 
ganization whose taxable income is gener- 
ally computed without inclusion of, or 
combination with, other taxable income of 
owners who are individuals. 


**Double Taxation” 


The ownership of a corporation is repre- 
sented by capital stock.? Owners are re- 
ferred to as stockholders or shareholders. 
Shareholders may be either individuals or 


1 Harry G. Guthmann and Herbert E. Dougall, 
Corporate Financial Policy (Prentice-Hall, Inc., 
1946), p. 10. 

2 Ibid., p. 75. 
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other corporations. When corporate profits 
are distributed to shareholders in the form 
of dividends, the Code requires the inclusion 
of the portion received by each shareholder 
in computing the shareholder’s net income 
subject to tax, whether the shareholder be 
an individual or another corporation. (Sec- 
tions 22 (a), 115 (a).) Where the share- 
holder is a corporation, under certain 
circumstances a consolidated income tax 
return may be filed. (Section 141.) In pre- 
paring a consolidated income tax return, in- 
tercompany dividends are eliminated in 
computing the consolidated net income 
subject to tax. In all cases in which the 
corporation is a shareholder, a credit of 
eighty-five per cent of the amount received 
as dividends from a domestic corporation 
subject to the corporation income tax is 
allowed in computing the shareholding cor- 
poration’s taxable net income, subject to the 
limitation that the credit shall not exceed 
eighty-five per cent of the corporation’s 
adjusted net income. (Section 26 (a).) 
Thus, where the shareholder is a corpora- 
tion, the dividends received are to a great 
extent eliminated from its net income subject 
to tax. In the case of a shareholder who is 
an individual, however, the law does not 
generally permit consolidation of his indi- 
vidual income with any part of the corpora- 
tion’s net income. Nor is there any provision 
in the law for an individual to take credit 
against his net income for dividends re- 
ceived from a corporation. Therefore, divi- 
dends received by an individual are subjected 
to tax at the individual normal tax and 
surtax rates. Since the corporation pays a 
normal tax and a surtax on its taxable in- 
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come, and since the individual shareholder 
pays additional taxes on the distributed 
portion of the corporate net income, what is 
commonly called “double taxation” results. 


Hypothetical Illustration 


Double taxation may be illustrated by the 
following hypothetical cases: 


(1) Individual A is the sole owner of a 
corporation, except for qualifying shares 
held by members of his family. He devotes 
all of his time to management of the cor- 
poration. In 1946 the net profits of the 
business were $25,000, before paying A’s 
salary of $10,000. After paying A’s salary 
and corporate income taxes, the balance of 





Corporation tax computation: 


the profits were paid to A as a dividend 
in the same year as that in which the profits 
were gained by the corporation. A is mar- 
ried and has two dependent children. He 
has no nonbusiness income, and his nonbusi- 
ness deductions are $500. 


(2) B is the sole owner of an unincorpo- 
rated enterprise. He devotes all of his time 
to management of the business. In 1946 the 
net profits of the business were $25,000, 
without allowing any salary to B. B is mar- 
ried and has two dependent children. He 
has no nonbusiness income, and his non- 
business deductions are $500. 

The comparative tax liabilities may be 
computed as follows, on the basis of 1946 rates 
(Code Sections 14 (b), 15 (b) (1), 11-12): 


Net income for both normal tax and 


surtax purposes .... 
Corporation taxes: 
Normal tax ...... 
ae 


Corporate income after taxes. . 


Individual tax computation: 


Salary received by A from corporation. . 


Dividend received (corporate income 
after taxes assumed to be wholly dis- 


tributed in year earned) 


A’s total income .. 
Deduct: 
Nonbusiness deductions 


A’s taxable income 


Individual taxes: 


Normal tax. ....... 
Sarkis Se 


Credit for exemptions and dependents 


Total corporation and individual taxes (cor- 
porate income after taxes assumed to be 


wholly distributed in year earned) 


B’s net profit from business 
Deduct: 
Nonbusiness deductions 


Credit for exemptions and dependents 


B’s taxable income 


Individual taxes: 


Normal tax 
prartaners 8 PP eee. . ies 


Measure of “double taxation” in case (1).... 


Integrating Federal Income Taxes 


va $15,000.00 
$2,450.00 
900.00 3,350.00 $3,350.00 
ae $11,650.00 
$10,000.00 
wad 11,650.00 
oe 21,650.00 
... $ 500.00 
2,000.00 2,500.00 
“cs $19,150.00 
ime 545.77 
oe 6,469.02 
ee $9,819.02 
shes $25,000.00 
... $ 500.00 
2,000.00 2,500.00 
ae $22,500.00 
ae 641.25 
7,600.00 $8,241.25 








adierder tile derd 
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The first case in the illustration is hypo- 
thetical because of the assumption that the 
balance of corporate income after taxes was 
wholly distributed in the year in which it 
was earned by the corporation. This would 
not ordinarily be true in practice since 
corporate income before and after taxes 
ordinarily could not be determined in time 
for distribution of the exact income after 
taxes before the end of the year in which 
the income was earned. 

It will be noted in case (1) that the cor- 
porate income taxes in the amount of $3,350 
serve to reduce to $11,650 the balance of 
corporate income assumed to be paid to A 
as a dividend. Thus, A’s total income is 
$3,350 less than the total income of B, who 
conducts a business which is identical except 
for the fact that it is unincorporated. AI- 
though in consequence A’s individual in- 
come tax is reduced below that of B, that 
reduction only partially offsets the corporate 
income tax paid. In effect, A pays addi- 
tional taxes amounting to $1,577.77 because 
he does business through the corporate form 
of organization. 


Possible Tax Advantages 


The preceding hypothetical illustration of 
double taxation should not be taken as in- 
dicative of a general rule that the tax load 
is lighter on unincorporated businesses. In 
particular cases the corporate form may be 
found advantageous from the tax stand- 
point. If, for instance, in case (1) the $11,650 
balance of corporate income after taxes had 
been retained in the business for purposes 
of, say, expansion, A’s individual income tax 
would have been reduced to $1,719.50, and 
the combined corporate and individual in- 
come tax immediately payable would have 
been reduced to $5,069.50. However, the 
contingency of additional tax would continue 
to hover over the $11,650 of retained earn- 
ings, although distribution might be made 
in a year of more favorable tax rates or the 
additional tax might be limited to the al- 
ternative tax of twenty-five per cent on 
long-term capital gains (Code Sections 
117 (a)-117 (c)), if A should sell his stock 
or the corporation should be liquidated 
(Code Sections 115 (c), 111, 112, 117 (a)- 
117 (c)). The possibility should not be 
overlooked that the retained earnings might 
be wiped out by subsequent losses of the 
corporation, in which case no additional tax 
would materialize. Other considerations 
may enter into the determination of the 
most desirable form of organization for tax 
purposes. Both corporate and individual tax 
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rates are variables and produce varying rela- 


tive results at different levels of income. 
Nonbusiness income and deductions may be 
a factor, particularly with respect to closely 
held corporations. Nevertheless, the fact re- 
mains that distributed corporate profits are 
subject to tax twice. 

Not all distributions of corporate profits 
are includible in computing the net taxable 
income of the shareholder. A distribution 
made by a corporation to its shareholders 
in its stock or in rights to acquire its stock 
is not treated as a dividend to the extent 
that it does not constitute income to the 
shareholder within the meaning of the Six- 
teenth Amendment to the Constitution. 
(Code Section 115 (f) (1).) The effect of 
this provision is to exempt from tax cor- 
porate distributions not constituting taxable 
income to the shareholder.* 


Economic Incidence of Tax 


A theoretical question exists as to whether 
corporation stockholders bear the ultimate 
burden of corporation income taxes. This 
question as to the economic incidence of 
corporate income tax is of secondary in- 
terest in this study. The writer does not 
seek either to prove or to disprove any 
theory in connection with the question. It 
is mentioned here only for the purpose of 
cautioning the reader that the phrase “dou- 
ble taxation” should not be taken without a 
“grain of salt.” One writer* reports that 
there is no general agreement on the ques- 
tion, and, further, that “no definite con- 
clusion as to the incidence of the corporate 
income tax is possible and that not improbably 
the burden is divided between at least stock- 
holders and consumers.” 


Undistributed Corporate Profits 


Regardless of whether double taxation is 
actual or only apparent, or even on the 
assumption that corporate income taxes 
should be completely eliminated, the de- 
ferment or postponement of individual in- 
come taxes on undistributed corporate 
profits is and will continue to be a major 





3A stock dividend consisting of new stock 
issued to the stockholders in proportion to their 
previous holdings for profits capitalized, without 
any distribution of profits, is not ‘‘income’’ 
within the meaning of the Sixteenth Amend- 
ment. (Hisner v. Macomber [1 vustc { 32], 252 
U. S. 189. 

4*Harold M. Groves, Postwar Taxation and 
Economic Progress (McGraw-Hill Book Com- 
pany, Inc.), pp. 27-28. Copyright 1946 by Com- 
mittee for Economic Development. Quoted 
throughout by permission. 
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problem of taxation. It is with this phase 
of income taxes that this study is primarily 
concerned. 

The retention of a part or all of annual 
earnings is a common corporate practice. 
Some corporations have made a practice of 
growing “from within” by retaining earn- 
ings, and many other considerations may 
legitimately affect dividend policies.° The 
income tax law does not purport to interfere 
with the retention of corporate earnings for 
reasonable needs. Corporate savings have 
been criticized, however, on the grounds 
that they embrace funds which should be 
used in part for the stimulation of consump- 
tion® and that they restrict the operation 
of a free capital market." 

The deferment of individual taxes on cor- 
porate profits until distributed, however, 
constitutes “an open invitation to tax avoid- 
ance.” * The determination of corporate 
needs for retention of earnings is likely to 
be influenced, consciously or unconsciously, 
by the tax incidence on individual share- 
holders. If profits may be left indefinitely 
in the corporate till, the stockholder may 
wait for any one or more of a number of 
fortuitous possibilities. Individual tax rates 
may be lowered substantially, or a stock- 
holder principally interested may encounter 
a year in which deductions from other 
sources can be used to offset the dividend 
income. If dividends are never paid, a stock- 
holder in éhe higher income tax brackets 
may realize his share of the profits through 
sale of his stock and pay only a twenty-five 
per cent capital gains tax. (Code Section 
117 (a)-117 (c).) The same is true of gains 
realized upon the liquidation of a corpora- 
tion. (Code Sections 115 (c), 111, 112, 
117 (a)-117 (c).) If a stockholders dies, the 
estate tax may be paid upon the value of 
the stock at the date of his death (Code 
Sections 810-811) and thereafter such value 
at the date of death will be the basis for de- 


5Guthmann and Dougall, op. cit., p. 534. 


°Edwin B. George and Robert J. Landry, The 
Shadow of ‘102’? on Dividend Policies (Dun & 
Bradstreet, Inc., 1947), p. 20. 


‘Clifford J. Hynning and Gerhard Colm, 
“Taxation of Corporate Enterprise,’’ Monograph 
No. 9, Investigation of Concentration of Eco- 
nomic Power (United States Government Print- 
ing Office, 1941), p. 73. 


8 Groves, op. cit., p. 42. ‘‘Tax avoidance’’ may 
be defined as the means devised and employed 
for the purpose of relieving, wholly or partially, 
the person, property or income from the burden 
of a taxing statute. Tax-avoidance procedure 
connotes the intelligent employment of lawful 
Means to escape or diminish the tax burden. 
Joseph J. Klein, Federal Income Taxation 
(Wiley & Sons, Inc., 1929), p. 1730. 
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termining subsequent gain or loss in the hands 
of the heirs (Code Section 113 (a) (5)). 


In looking at the question the other way 
around, most of the foregoing points may be 
used as arguments that some sort of indi- 
vidual tax will eventually be paid on un- 


distributed corporate profits. The fact 
remains, though, that unlike other income, 
undistributed corporate profits are not 
taxed to individuals in the year in which 
they are earned and are not taxed necessarily 
at the rates then in effect. Moreover, if 
they are offset by subsequent losses, there 
will be no individual tax to pay. 


Legislative Treatment 


The history of the treatment of the double 
taxation question by Congress is in part 
revealed in the following observation by 
Lewis H. Kimmel: ® 


“In the years following approval of the 
Sixteenth Amendment in 1913, the corporate 
income tax was largely a device for col- 
lecting the personal income tax at the 
source. Since 1918, however, the normal 
rate for corporations has always been high- 
er than that for individuals. For the taxable 
years 1919 through 1935, the corporation 
tax could be justified in part as a stoppage- 
at-the-source device. Dividends received 
from corporations subject to the corporate 
income tax were not again taxed to the 
shareholders at the personal normal rate. 
By 1936 the situation was entirely changed. 
The Revenue Act of 1936 provided that divi- 
dends received should be subject to the per- 
sonal normal tax as well as to surtaxes. As 
corporations continued to be taxed under the 
corporate income tax, this change marked 
the beginning of what has commonly been 
called ‘double taxation’ of corporate earnings.” 


It might be added that the Revenue Act of 
1941 imposed a surtax on corporations. 
(Code Section 15 (b); amendment note, 
1941 Act, Section 104 (a).) This surtax was 
effectively an increase in the corporate 
normal tax, the differentiation being made 
so that partially tax-exempt interest would 
be subjected to the increase. It represented 
a further contribution to “double taxation” 
and remains as a part of the regular cor- 
porate income tax. This surtax is not to be 
confused with the surtax on improper ac- 
cumulation of surplus (Code Section 102) or 
with the surtax on personal holding com- 
panies (Code Section 500). 





®° Postwar Tax Policy and Business Expansion, 
p. 13. Copyright 1943 by the Brookings Institu- 
tion. Quoted throughout by permission. 
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From the historical statement quoted 
above, the inference might be drawn that 
the question of double taxation is limited 
to the subjection of corporate earnings to 
both the corporation normal tax and the 
surtax and again, when distributed, to both 
the individual normal tax and the surtax. 
This writer feels that the question of double 
taxation might well be raised in connection 
with any tax which the corporation is re- 
quired to pay on corporate profits and 
which is not credited against tax assessed 
to individuals on their income from corpora- 
tions. Thus, double taxation may be a 
consideration in connection with the taxes 
next to be discussed, with primary attention 
given to the undistributed profits problem. 


Congressional action with respect to the 
undistributed profits problem has not pro- 
duced an effective solution. The measures 
taken consist of the following: (1) the sur- 
tax on improper accumulation of surplus, 
(2) the surtax on personal holding com- 
panies, (3) the undistributed profits tax (no 
longer in effect) and (4) the treatment of 
personal service corporations as partner- 
ships (obsolete). 


These measures will be discussed in the 
order listed above. 


Improper Accumulation of Surplus 


At the outset of income tax legislation in 
1913, Congress recognized the possibility 
of individual surtax avoidance through the 
accumulation of corporate surplus. Accord- 
ingly, a provision was written into the law 
for a penalty surtax on the accumulation 
of corporate surplus for the purpose of 
avoiding individual surtaxes. This provi- 
sion has been continued in the law, with 
modifications, and at present is embodied 
in Section 102 of the Internal Revenue Code. 

As first enacted in 1913, the penalty was 
applicable to individual shareholders rather 
than to the corporation. In the 1917 Reve- 
nue Act, an additional penalty was imposed 
upon the corporation itself if found guilty 
of improper accumulation of surplus. For 
the period 1918-1920, the penalty was assess- 
able against the corporation, in lieu of ordi- 
nary income tax; and if the penalty was so 
imposed, stockholders were taxable upon 
their pro-rata share of corporate earnings 
after deducting the penalty tax. In 1921 
the law was changed to make the penalty 
an addition to ordinary corporation income 
tax; but in lieu of both corporation income 
tax and penalty, all stockholders were per- 
mitted to consent to treatment of the cor- 
poration as a partnership. In 1926 the 
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penalty was made inapplicable to the cor- 
poration, provided that stockholders re- 
ported corporate earnings per share in their 
individual returns. In 1938 this provision 
was replaced by the allowance of a “consent 
dividends credit,” which remains in the 
present law. (Code Sections 102 (d) (2), 
27 (b), 28.) Also, in 1938 the following 


provisions was added to the law: 


“The fact that the earnings or profits of 
a corporation are permitted to accumulate 
beyond the reasonable needs of the business 
shall be determinative of the purpose to 
avoid surtax upon shareholders unless the 
corporation by the clear preponderance of 
the evidence shall prove to the contrary.” 

The tax is levied on the undistributed 
Section 102 net income. (Section 102 (a).) 
Present rates of the tax are 27% per cent 
up to $100,000 and 38% per cent of the 
amount in excess of $100,000. The undis- 
tributed Section 102 net income is computed 
as follows: * 

(1) Start with net income (for income tax 
purposes). 

(2) Add the net operating loss deduction 
allowed in computing the normal tax. 

(3) Add the capital loss carry-over al- 
lowed in computing net income, 

(4) Subtract the federal normal tax and 
surtax. 

(5) Subtract the contributions disallowed 
because of the five per cent limitation. 

(6) Subtract the disallowed ‘net capital 
loss. 

(7) The result 
income. 

(8) Subtract taxable dividends paid dur- 
ing the year. 

(9) Subtract the consent dividends credit. 

(10) Subtract the net operating loss credit. 

(11) The result is the undistributed Sec- 
tion 102 net income. 


is the Section 102 net 


It would appear obvious that Section 102 
does little more than provide fuel for the 
fire of the undistributed profits question. 
On the one hand, management is faced with 
the necessity of determining its “reasonable 
needs” for a future which as yet no one has 
been able to chart with any degree of cer- 
tainty. And after making that determina- 
tion as best it can, management is faced 
with the further possibility that in adminis- 
tering the law the Bureau of Internal Reve- 
nue may disagree and may be able to prove 
to the satisfaction of the courts that man- 
agement was wrong. Of course, the corpo- 
ration still has an “out” if it can muster 





10 Federal Tax Course 1946-1947 (Prentice-Hall, 
Inc., 1946), pp. 3407-3408. 
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a “clear preponderance” of the evidence 
(Section 102 (c)) to the effect that there 
was no intent to avoid individual taxes. 


The role of the Bureau of Internal Reve- 
nue undoubtedly is somewhat simpler than 
that of business since the three-year statute 
of limitations (Code Section 275 (a)) gives 
the Bureau the benefit of a certain degree 
of hindsight, and since the ultimate burden 
of proof is on the corporation. In T. D. 
4914, 1939-2 CB 109, issued in 1939, the 
Bureau set up the following guideposts by 
which its agents might determine what cor- 
porations should receive particular atten- 
tion with a view toward possible application 
of the penalty tax: 


(1) Corporations which have not distrib- 
uted at least seventy per cent of their earn- 
ings as taxable dividends. 


(2) Corporations which have invested 
earnings in securities or other properties 
unrelated to their normal business activities. 


(3) Corporations which have advanced 
sums to officers or shareholders in the form 
of loans out of undistributed profits or sur- 
plus from which taxable dividends might 
have been declared. 


(4) Corporations a majority of whose 
stock is held by a family group or other 
small group of individuals, or by a trust 
or trusts for the benefit of such groups. 


(5) Corporations the distributions of which, 
while exceeding seventy per cent of their 
earnings, appear inadequate when consid- 
ered in connection with the nature of the 
business or the financial position of the 
corporation, or corporations with accumula- 
tions of cash or other quick assets which 
appear to be beyond the reasonable needs 
of the business. 


The limitations of space and source mate- 
tial do not permit digression in this study 
to the question of the effectiveness with 
which Section 102 has been administered. 
Apparently, judgment could be soundly 
formed on the effectiveness of the adminis- 
tration of Section 102 only after adequate 
testing of the reasonableness of existing 
corporate surplus accumulations, together 
with reference to law enforcement activities 
in those cases. One source™ reports that 
Section 102 has been invoked in only about 
200 cases, nearly all of which have involved 
small, closely held corporations. Another ” 
reports that the Section 102 cases decided 
against corporations by the courts hinged 
most frequently on loans to stockholders. 


_ 


" David Lawrence, ‘‘Pressure for Higher Divi- 
dends,’’ United States News, June 6, 1947. 


"George and Landry, op. cit., p. 13. 
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In principle alone, it may be seen that 
Section 102 is not an effective solution to 
the undistributed profits problem. By its 
own terminology, Section 102 is applicable 
only to a corporation “formed or availed of 
for the purpose of preventing the imposition 
of the surtax upon its shareholders or the 
shareholders of any other corporation, through 
the medium of permitting earnings or profits 
to accumulate instead of being divided or 
distributed.” Thus, the retention of earn- 
ings for purposes other than tax avoidance 
receives the indirect sanction of the law; 
and consequently, individual taxes with re- 
spect to earnings legitimately retained are 
deferred indefinitely or reduced to a con- 
tingency. Further, to the extent that the 
penalty surtax may be assessed, it repre- 
sents double taxation. And if it may be 
assumed™ that undistributed profits of a 
corporation belong to its stockholders, any 
surtaxes assessed under Section 102 would 
not take into consideration the ability of the 
individual stockholder to pay taxes. 


Personal Holding Company Surtax 


An explanation for the adoption of the 
surtax on personal holding companies is 
contained in the following excerpt from 
a statement by Herman Oliphant,“ then 
General Counsel of the Treasury Depart- 
ment, before the House Ways and Means 
Committee during hearings on the 1936 
Revenue Act: 


“The measures adopted by Congress to 
prevent evasion of the surtaxes proved to 
be difficult to administer and were generally 
ineffective. This led Congress to the 1934 
Act to impose a straight tax on personal 
holding companies, which were among the 
worst offenders, in which no proof of inten- 
tion to evade was required.” 





1%3In the case of Hisner v. Macomber, supra, 
the Supreme Court said: ‘‘We are clear that not 
only does a stock dividend really take nothing 
from the property of the corporation and add 
nothing to that of the shareholder, but that the 
antecedent accumulation of profits evidenced 
thereby, while indicating that the shareholder 
is the richer because of an increase of his capital, 
at the same time shows he has not realized or 
received any income in the transaction.”’’ (Ital- 
ics supplied.) If the ‘‘antecedent accumulation 
of profits’’ represents an increase in the share- 
holder’s capital, as the Court seems plainly to 
recognize, it would seem to follow that undis- 
tributed profits of a corporation belong to its 
stockholders. The fact that in the view of the 
Court a stock dividend does not constitute ‘‘in- 
come’’ to stockholders would not preclude own- 
ership of undistributed corporate profits by the 
stockholders. 


4 Quoted by Hynning and Colm, op. cit., Ap- 
pendix C, p. 131. 
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The tax is in addition to the regular cor- 
porate income taxes, and is imposed upon 
the undistributed subchapter A net income. 
Rates of tax under present law (Code Sec- 
tion 500) are seventy-five per cent on amounts 
up to $2,000 and eighty-five per cent on all 
amounts over $2,000. 


A corporation is not a personal holding 
company for any taxable year unless it 
meets both of the following requirements 
(Code Section 501 (a)): 


(1) At least eighty per cent of its gross 
income for the taxable year is personal 
holding company income, as defined by the 
law. The percentage drops to seventy per 
cent after the corporation is once classified 
as a personal holding company, with certain 
exceptions. 


(2) At any time during the last half of 
the taxable year more than fifty per cent in 
value of its outstanding stock is owned, 
directly or indirectly, by or for not more 
than five individuals. 


Personal holding company income, as de- 
fined in Code Section 502, includes the fol- 
lowing: (1) dividends and annuities; (2) 
(subject to specified exceptions) interest, 
royalties, gains from stock, security and 
commodity transactions and rents; (3) cer- 
tain income from estates and trusts, personal 
service contracts and use of corporation 
property by a shareholder. 


Certain corporations are specifically ex- 
empt from the special surtax. (Code Section 
501 (b).) The starting point in computing 
undistributed subchapter A net income is 
the net income for regular corporate income 
tax purposes. To this the following adjust- 
ments are made, to the extent applicable: * 


(1) The limitation on the deduction for 
contributions is fifteen per cent instead of 
five per cent. 


(2) Expenses and depreciation allocable 
to the operation and maintenance of prop- 
erty owned by the corporation are allowed 
only in an amount equal to the rent or 
other compensation received for the use of 
the property, except under certain conditions. 


(3) The net operating loss deduction is 
disallowed. 


(4) A deduction is allowed for the regular 
normal tax and surtax. 


(5) Income and profits taxes paid to a 
foreign country or a United States posses- 
sion are deductible unless already deducted 
in computing net income. 


(6) In the case of a corporation organized 
prior to January 1, 1936, to take over the 





1% Federal Tax Course 1946-1947, p. 3402. 
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assets and liabilities of an estate, an addi- 
tional deduction for contributions is allowed 
in certain cases. 


(7) Income for a short period (return for 
a period of less than twelve months) does 
not have to be annualized. 


After applying the foregoing adjustments, 
the result is subchapter A net income. Un- 
distributed subchapter A net income is 
obtained by applying the dividends-paid 
credit, the debt-retirement credit, the credit 
for dividends paid after the close of the 
taxable year and the preferred-stock re- 
demption credit. (Code Section 504.) 


Undistributed Profits Tax 


In 1936, upon recommendation by the 
President, Congress launched an experiment 
with a straight undistributed profits tax on 
corporations in general. As conceived by 
the President, the tax would have replaced 
existing taxes on corporate income, and was 
designed to accomplish the following ob- 
jectives: * (1) to remove the existing dif- 
ferences between corporate taxes and those 
imposed on owners of unincorporated busi- 
nesses; (2) to prevent avoidance of existing 
surtaxes by natural persons who could af- 
ford to leave corporate earnings undistrib- 
uted; (3) to reduce corporate savings. 


However, Congress saw fit to superimpose 
the tax upon existing corporate taxes, which, 
at that time, consisted of not only a normal 
tax but also a capital stock tax and a de- 
clared-value excess profits tax. In addition, 
dividends paid by corporations were for the 
first time made subject to individual normal 
taxes. Various flaws in the drafting of the 
new law made its application difficult or 
inequitable in certain cases.” Rates were 
set on a graduated scale at from seven per 
cent to twenty-seven per cent of undistrib- 
uted net income. 


Under the circumstances, it is not’difficult 
to understand that the tax was unpopular. 
It was subject to criticism on several grounds,” 
chief of which were its discrimination against 
companies whose growth depended upon 
retention of earnings and its embodiment of 
the economic philosophy represented by the 
third objective stated by the President. 
Rates of the tax were greatly reduced in 
1938, and the law was finally repealed in 
1939. Because it was superimposed upon 
existing corporation income taxes, it might 
be concluded that the undistributed profits 
tax, as such, did not receive a fair trial. 


16 Hynning and Colm, op. cit., p. 72. 
1 Groves, op. cit., pp. 50-51. 
18 Tbid., pp. 53-54. 
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In passing, it may be worth while to 
inquire whether an undistributed profits tax 
alone would accomplish the objectives stated 
by the President. In strict theory, an un- 
distributed profits tax would equalize taxes 
on incorporated and unincorporated busi- 
nesses only if all corporate profits were 
distributed. This would leave unincorpo- 
rated business with the advantage of being 
able to retain or distribute profits at will. 
True, corporate stockholders might reinvest 
their dividends in the corporation; but this 
would not be practical in the case of widely 
held corporations. Under the undistributed 
profits tax law it was possible for a corpo- 
ration to reduce its income subject to tax 
by issuing stock dividends of the type which 
would be taxable to stockholders.” To that 
extent the corporation could legally avoid 
tax without reduction of its assets. 


The second objective of the President 
would be immediately accomplished only to 
the extent that taxable dividends were paid. 
The undistributed profits tax would not be 
a sufficient incentive for payment of divi- 
dends where principal stockholders in con- 
trol of the corporation were in individual 
tax brackets much higher than the rate of 
undistributed profits tax. Such stockholders 
might prefer that the undistributed profits 
tax be paid, thus permitting postponement 
of individual taxes with the chance of more 
favorable tax developments in the future. 

If agreement with the President’s third 
objective, the desirability of which is out- 
side the scope of this study, is assumed, 
it appears unquestionable that an undistrib- 
uted profits tax could be made sufficiently 
heavy to force reduction of corporate sav- 
ings. Opinion differs as to whether that 
objective was actually accomplished by the 
law enacted.” 


Personal Service Corporations 
as Partnerships 


In an attempt to put partnerships and 
corporations on a more nearly equal footing, 
the 1918 law established a class of “personal 
service corporations” which were considered 
partnerships for income tax purposes. Under 
the law, both the personal service corporation 
and its stockholders were required to make in- 
come tax returns; however, the return of the 
corporation, as in the case of a partnership, 
was merely an information return. 





” Robert H. Montgomery, Federal Income Tax 
Handbook 1936-1937 (Ronald Press Company, 
1936), p. 712. 


* Groves, op. cit., p. 52. 
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A personal service corporation was de- 
fined” as “a corporation whose income is 
to be ascribed primarily to the activities of 
the principal owners or stockholders who 
are themselves regularly engaged in the 
active conduct of the affairs of the corpo- 
ration and in which capital (whether in- 
vested or borrowed) is not a material 
income-producing factor; but [the definition] 
does not include any foreign corporation, 
nor any corporation 50 per centum or more 
of whose gross income consists of either 
(1) of gains, profits or income derived from 
trading as a principal, or (2) of gains, 
profits, commissions, or other income, de- 
rived from a Government contract or con- 
tracts made between April 6, 1917, and 
November 11, 1918, both dates inclusive.” 


Dividends paid by the personal service 
corporation out of surplus accumulated prior 
to January 1, 1918, continued to be taxable 
to stockholders in the same fashion as divi- 
dends paid by other corporations. Divi- 
dends paid by a personal service corporation 
out of surplus accumulated after December 
31, 1917, were not taxable to stockholders 
inasmuch as stockholders were taxable upon 
pro-rata shares of corporate earnings after 
that date. 


The provision for consideration of per- 
sonal service corporations as partnerships 
was re-enacted in the 1921 law for the year 
1921 only. Because of the Supreme Court’s 
decision in Eisner v. Macomber the previous 
year, serious doubt had arisen as to whether 
Congress had the right to tax stockholders 
of personal service corporations on the un- 
distributed income of such corporations.” 
Beginning with 1922, personal service cor- 
porations were required to make returns and 
were taxed as other corporations. 


Proposals for Alternative Treatment 


Interest in both the double taxation and 
undistributed profits questions is renewed in 
the following studies, dealing generally with 
tax revision, which the writers deem desir- 
able in the transition from war to peace: 


(1) A study by Lewis H. Kimmel, en- 
titled Postwar Tax Policy and Business Ex- 
pansion * (pages 39-43). 





21 Robert H. Montgomery, Income Tax Pro- 
cedure 1922 (Ronald Press Company, 1922), p. 
22 Ibid., p. 814. 
823. 


23 Supra, footnote 9. This study is said to 
represent one phase of the Brookings Institu- 
tion’s collaboration with the special Senate 
Committee on Postwar Economic Policy and 
Planning. 
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(2) A study by the Committee on Post- 
war Tax Policy,“ with Professor Harley L. 
Lutz of Princeton University as director of 
research, published under the title A Tax 
Program for a Solvent America (pages 
126-128). 


(3) A study by Professor Harold M. 
Groves of the University of Wisconsin, en- 
titled Postwar Taxation and Economic Prog- 
ress™ (pages 20-72). 

Added interest in the undistributed profits 
problem has arisen from the appearance of 
the following requirement on the 1946 cor- 
poration income tax form: “If the total of 
Line 1 of Schedule M, page 4, is less than 
70% of the earnings and profits for the tax- 
able year, state reasons for retention of such 
earnings and profits.” 


To clarify the quotation, it should be 
stated that Line 1 of Schedule M provides 
for statement of “total distributions to 
stockholders charged to earned surplus dur- 
ing the taxable year,” in (a) cash, (b) stock 
of the corporation or (c) other property. 
The requirement has given rise to specula- 
tion™ as to whether or not the Bureau of 
Internal Revenue may intend to invoke 
and apply Section 102 on a wider scale than 
heretofore. Whether or not the Bureau has 
any such drive in view, the data given im- 
mediately below with respect to dividend 
payments and growth of corporate surplus 
during the war period appear to provide 
justification for inquiry into the reasonable- 
ness of corporate surplus accumulations. 
Data for 673 manufacturing corporations ™ 
indicate that total surplus increased from 
$8,290,000,000 in 1939 to $14,228,000,000 in 
1945, whereas the percentage of dividends 
paid on all classes of stock (excluding stock 
dividends) to net income was only 63.6 per 
cent in 1945 as compared to 67.5 per cent in 
1939. These data would appear to be a con- 
servative indication of the divergence be- 
tween the upward trend of surplus and the 
downward trend in the ratio of dividends 
paid, inasmuch as “net income” used in the 
computation did not include current tax re- 
funds arising from carry-backs and accel- 
erated amortization. Other sources ™ indicate 
a much wider disparity in the trends. 

Further concern over the undistributed 
profits problem arises from the generally 
recognized need for some encouragement to 





*% Ronald Press Company, 1945. 
throughout by permission. 

% Supra, footnote 4. 

26 George and Landry, op. cit., pp. 7-8. 

27 Frank Gaston and Frances J. Mills, ‘‘Pat- 
tern of Postwar Corporate Finance,’’ The Con- 
ference Board Business Record, February, 1947. 

28 Lawrence, op. cit. 


Quoted 


small or new enterprise in the midst of an 
economic system which is said to be tending 
toward monopoly. New or small enterprise 
requires capital which is prepared to assume 
a greater degree of risk. This added risk is 
reflected in a higher cost of outside financ- 
ing, if outside financing is obtainable at all. 
All corporations find it much simpler and 
cheaper to expand by the use of reinvested 
earnings than to expand by the issuance of 
new securities.” Therefore, a tax system 
which discourages retention of corporate 
earnings is discriminatory against the small 
corporation in that it tends to force all cor- 
porations into the outside capital market, 
where the smaller corporation is at a disad- 
vantage. Some students™ of this subject 
have concluded that even a flat-rate cor- 
porate tax would tend to promote an in- 
creased degree of industrial concentration. 


Out of the diverse interests cited have 
come several suggestions for corporation in- 
come tax reform. The principal proposals 
will be discussed below. 


Repeal of Corporate Income Tax 


Except as linked with the additional meas- 
ures discussed here, repeal of the corporate 
income tax has not been seriously proposed. 
Therefore, it is not worth while to discuss 
the objections which would apply to cor- 
porate income tax repeal as an_ isolated 
measure. 


Lewis H. Kimmel™ has concluded that 
“solely from the standpoint of the develop- 
ment of an ideal tax system, the elimination 
of the corporate income tax as a separate 
component of the tax system would appear 
to be the preferred course.” However, 
coupled with elimination of the corporate 
income tax, his ideal plan would require a 
corporation to make an advance payment of 
tax or: its earnings before dividends at a rate 
equivalent to the individual normal tax. 
Under the plan, stockholders would include 
“oross” dividends received™ in computing 
their taxable income and would take credit 





2° Groves, op. cit., pp. 47-48. 

%® J, Keith Butters and John Lintner, Effect 
of Federal Taxes on Growing Enterprises (Divi- 
sion of Research, Graduate School of Business 
Administration, Harvard University, 1945), 
pp. 2-4. 

31 Op, cit., p. 15. 

32 These apparently would be computed by di- 
viding the amount of the actual dividend by a 
factor equal to 100 per cent minus the rate of 
individual normal tax. Thus, if the actual divi- 
dend received was $90 and the rate of individual 
normal tax ten per cent, the gross dividend 
would be computed by dividing $90 by ninety 
per cent. The gross dividend would, therefore, 
amount to $100. 
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against total individual tax liability for the 
normal tax on gross dividends received. Be- 
cause the plan would result in the deferment 
of individual surtaxes on undistributed cor- 
porate earnings, and because any change in 
the individual normal tax rate would lead to 
administrative difficulties, the writer of this 
article does not regard the plan as ideal. 
Kimmel himself states “ that in view of very 
large postwar revenue requirements, a more 
practicable goal is to change the corporate 
income tax to a low- or moderate-rate tax. 


Harold M. Groves™ has suggested that 
repeal of the corporate income tax might 
well be considered if linked with taxation of 
capital gains at the full personal income tax 
rates, at least as a means for aiding small, 
new businesses. He recognizes, however, 
that general application of the plan would 
constitute a poor solution of the undistrib- 
uted profits problem and, standing alone, 
would discriminate against unincorporated 
businesses in that retained earnings of the 
latter are subject to individual tax cur- 
rently. 


Exemption 
of Stockholders’ Dividends 


The proposal that dividend received by 
stockholders be completely exempted would 
shift to corporations the total burden of 
taxation on corporate profits, except for 
taxation of individuals on capital gains re- 
sulting in part or wholly from undistributed 
corporate profits. (Code Sections 117(a)- 
117(c).) One writer ® voices the objection 
that an immediate result of this proposal 
would be the necessity for an inordinately 
high tax on corporations in order to main- 
tain revenues. If it may be assumed that 
corporate profits inure to the benefit of 
stockholders, although technically they do 
not constitute income as conceived by the 
United States Supreme Court in Eisner v. 
Macomber, the shifting of the tax burden to 
corporations would constitute a gross viola- 
tion of the principle of individual ability to 
pay taxes. Further, since the corporation 
will pay a tax on both distributed and undis- 
tributed profits, double taxation would re- 
sult from taxation of individuals on capital 
gains resulting in part or wholly from un- 
distributed corporate profits. Of course, to 
avoid double taxation, the exemption of divi- 
dends received from individual tax might 





8 Op. cit., p. 16. 

“Op. cit., pp. 61-62. 

*®J. L. Connally, ‘‘Proposed Remedies for De- 
fects in Corporate Taxation,’’ Commercial and 
Financial Chronicle, December 12, 1946. 
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be accompanied by a similar exemption of 
capital gains derived from investments in 
corporations. However, capital gains may 
be the result of many factors, including de- 
preciation in the value of money. The in- 
fluence of each factor would be difficult to 
measure. For that reason, the capital gains 
tax might well not be disturbed. 


In principle, the proposal that dividends 
received by stockholders be partially ex- 
empted from tax would constitute a return 
to the law as it existed prior to 1936. It 
might appease those concerned with the 
question of double taxation; but because it 
would not affect undistributed corporate 
profits, it would contribute nothing toward 
solution of the undistributed profits problem. 


Another idea which has appeal for those 
concerned with double taxation is to permit 
corporations to deduct dividends paid. 
However, because the tax would apply only 
to retained earnings, it would be nothing 
more than the undistributed profits tax in 
disguise. 


Adoption of British System 


The British system™ imposes a flat rate 
or standard tax on corporate profits, whether 
or not distributed, which is payable by the 
corporation. The tax is regarded, however, 
as an advance payment for the account of 
individual stockholders. The stockholder is 
not involved unless and until dividends are 
paid by the corporation. In making his in- 
dividual income tax return, the stockholder 
includes as taxable income the amount of 
the dividends received during the year plus 
the tax already paid by the corporation with 
respect to such dividends. For 1942-1943 
the standard rate of tax on corporations was 
fifty per cent; therefore, the stockholder 
would include as taxable income double the 
amount of dividends received by him. After 
computing his tax liability, the stockholder 
takes “relief” or credit for the tax paid by 
the corporation. The stockholder will have 
additional tax to pay, or may be entitled to 
a refund, depending upon the amount of his 
taxable income and the individual rates in 
effect. 


The British system requires use of the 
current standard rate in computing dividend 
income™ and tax “reliefs” ™ to the stock- 
holder, regardless of the rate at which the 
corporation may have made the advance tax 





36 G, Findlay Shirras and L. Rostas, The Bur- 
den of British Taxation (Macmillan Company, 
1943). 

31 KE. M. Konstam, K. C., The Law of Income 
Tax (Stevens & Sons, Ltd., 1943), pp. 271-272. 

%8 Tbid., pp. 10-11. 
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payment applicable to the actual dividend 
paid. Thus, where the standard rate is in- 
creased or decreased and a dividend is paid 
out of surplus previously accumulated, the 
tax added by the stockholder to his actual 
dividend will be greater or less than the 
actual tax previously paid by the corpora- 
tion. In consequence, either the government 
or the stockholder will receive a surtax 
“windfall.” 


From time to time the British have im- 
posed, at moderate rates, an additional tax 
on corporations which is not passed to the 
credit of stockholders.” Such a tax may be 
justified as a business tax assessed against 
the special benefits which accrue from the 
privilege of conducting business under the 
corporate form of organization. 


Because stockholders are allowed credit 
against their individual tax liabilities for 
taxes previously paid by the corporation, the 
British system effectively disposes of the 
question of double taxation. True, the ques- 
tion might still be raised in connection with 
the corporate business tax levy because it 
is not passed to the credit of stockholders; 
but where such a tax is levied at a moderate 
rate, the double taxation question should not 
be serious. 

However, since stockholders are not taxed 
on corporate profits until distributed to 
them, the British system does not solve the 
undistributed profits problem, although the 
high rate of the standard tax is said“ to 
mitigate the problem. 

Objections notwithstanding, the writers 
mentioned hereinafter seem generally to 
regard the British plan, or variations of it, 
as the most desirable or most practical ap- 
proach to integration of corporate and per- 
sonal income taxes. Kimmel says“ that in 
order to maintain revenues, “changing the 
corporate income tax to a low- or moderate- 
rate tax is the more practicable goal.” Appar- 
ently, this statement means that he prefers 
the following of his plans: ® 

“The so-called corporate normal tax might 
be eliminated as a separate component of 
the tax structure. Under this plan there 
would be a basic normal tax applicable to 
all taxable income which it would be desirable 
to collect on corporate earnings at the source. 
A special corporate tax would be imposed 
as a low- or moderate-rate surtax, with a 
rate in the range of 5 to 10 per cent as the 
goal. With a reduction of the corporate 


* Groves, op. cit., p. 69. 
# Kimmel, op. cit., p. 16. 
41 Ibid. 

42 Ibid., pp. 14-15. 
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surtax to a rate perhaps as low as 5 per cent, 
the present discrimination against corporate 
earnings would be greatly lessened. The 
normal tax on corporate earnings would be 
deductible pro rata from dividends. Gross 
dividends (dividends before normal tax) 
would be reported by individual stockhold- 
ers, but they would take full credit against 
their computed taxes for taxes paid at the 
source.” 


As quoted above, Kimmel’s preferred plan 
would seem to be identical in principle to 
that of the British, the British standard tax 
being considered as serving the same func- 
tion as our normal tax. In practice, of course, 
the rates of the different taxes might vary 
greatly. After allowing for variation in rates, 
the effects of which are problematical, all of 
the comments made in regard to the British 
plan apply equally to Kimmel’s plan. 


Variation of British System 


The integration plan recommended by the 
Committee on Postwar Tax Policy is as 
follows: * 

“A fourth method is to allow the individ- 
ual an appropriate credit or offset in his 
own tax on account of the tax paid by the 
corporation with respect to his dividends. 
Historically, this was partially done by ex- 
cluding dividends from the computation of 
the individual normal tax. In proportion 
as the corporation tax rate exceeded the 
individual normal tax rate, the device failed 
to achieve complete elimination of the double 
tax situation, and it obviously made no 
correction at all with respect to the surtax. 
Under the single rate scale which we recom- 
mend for individual incomes, the procedure 
would be thus: The stockholder would, of 
course, include his dividends in his taxable 
income. After computing his tax, he would 
take a credit on account of the tax paid 
by the corporation with respect to his divi- 
dends. This credit would be calculated by 
multiplying his dividends by the initial or 
lowest-bracket rate of the individual income 
tax. In order to avoid refunds, it would be 
provided that the credit should in no case 
be greater than the total tax due. 


“It is this fourth method which we recom- 
mend. We are aware that this plan does 
not make a perfect adjustment between the 
corporation and individual income taxes. A 
plan could be devised which would produce 
the perfect adjustment, but only at the cost 
of great complexity. The plan here sug- 
gested is capable of producing reasonable 





* Op. cit., pp. 124-125. 











nt, 
ate 
The 

be 
oss 
ax) 
y1d- 
inst 
the 


lan 
> to 

tax 
inc- 
irse, 
ary 
ates, 
ll of 
itish 


y the 
Sas 


ivid- 
1 his 
y the 
ends. 
y ex- 
yn of 
rtion 
| the 
‘ailed 
louble 
e no 
irtax. 
ecom- 
edure 
ld, of 
xable 
vould 
- paid 
; divi- 
ed by 
ial or 
icome 
ald be 
> case 


ecom- 
1 does 
en the 
ces. A 
roduce 
1e cost 
e sug- 
onable 


igazine 








equity and would be moreover quite simple 
in operation.” 


The committee favors complete elimina- 
tion of the corporation surtax, and proposes 
that the corporation normal tax become in 
effect an advance payment for the account 
of stockholders at a rate equivalent to the 
initial tax on individual incomes.“ Thus, the 





Data Assumed 
Pro-rata share of corporate earnings 


Tax paid by corporation (20%)..... 


Corporate income after taxes........ 
Retained by corporation............ 


Amount of dividend paid .......... 


Add pro-rata share (2/3) of tax paid 


“Dividend income” to stockholder. 
Rate of standard or initial tax...... 
“Tax credit” to stockholder ....... 


From the foregoing it will be seen that 
under the committee plan, stockholders 
would be taxed on distributed corporate in- 
come after taxes. Although in consequence 
the stockholder’s tax credit is smaller, the 
stockholder in the above case would thus 
avoid surtax on $20, which is that portion 
of corporate income represented by the pro- 
rata share of tax paid by the corporation and 
applicable to the dividend. Since in the 
case of unincorporated business no income 
tax is deductible in computing business in- 
come to the individual owner, the committee 
plan introduces an element of tax discrimi- 
nation between incorporated and uwunincor- 
porated business. 


Finally, the committee’s stipulation that 
the tax credit “should in no case be greater 
than the total tax due” casts further doubt 
as to the “reasonable equity” of the plan, 
as indicated hereafter. The limitation will 
deny a refund to those with little or no 
taxable income, e. g., low-income individuals 
and tax-exempt institutions (Code Section 
101), while permitting those with higher 
taxable incomes to enjoy the full benefit of 
a tax credit. The committee apparently 
justifies “ this discrimination on the grounds 
that under existing law there is no double 
taxation of dividends received by exempt 
institutions and individuals with no taxable 
income. On the assumption that under ex- 
isting law Congress had valid reasons for 


“Toid., p. 135. 

® Subject to the limitation that it shall not 
exceed the total tax due. 

“Op. cit., p. 121. 
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committee’s plan would vary from the Brit- 
ish system in rates of tax, in the absence 
of a corporate surtax or business tax and 
in the method of handling the dividend 
income and tax credit to the individual 
stockholder. The difference in treatment of 
dividend income and tax credit to the stock- 
holder may be illustrated by the following: 


British Committee 
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exempting from tax dividends received by 
low-income individuals and by institutions 
exempted from tax in general, those reasons 
should be just as valid for maintaining the 
relative tax positions of those groups in any 
amendment to existing law. It is interesting 
to note also that by allowing individuals 
having tax liability a credit for taxes pre- 
viously paid by the corporation, the commit- 
tee seems in part to recognize the “oneness” 
of stockholders with the corporate entity, 
whereas by disallowing a refund to others, 
it raises the “fence” of the separate corpo- 
rate entity between corporate tax payments 
and the less favored groups. 


Modified British Plan 


Groves’ conclusion“ is “that the nearest 
approach to a rational business-tax system 
and the soundest modification of our present 
system in the interest of production and em- 
ployment is as follows: 


“1. Integrate the personal and corporate 
tax using the latter, insofar as it applies to 
distributed earnings, as a withholding levy. 


“2. Apply a low-bracket personal rate to 
undistributed corporate income. 


“3. Tax capital gains at full rates and 
without loopholes. 


“As a transition program, an independent 
corporate tax at moderate and decreasing 
rates is advisable. As a feature of a perma- 
nent tax system an independent business 
levy is acceptable under the following con- 





Op. cit., p. 71. 
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ditions: (1) where, because of administrative 
and political factors, departure from a ra- 
tional tax system proves necessary; and (2) 
where available alternative irrational sources 
are even more inequitable and repressive 
than the corporate income tax.” 


In commenting on the British system, 
Groves states: “ 


“The proposal is flexible enough to permit 
several additional features. No advance pay- 
ment for stockholders would be required if, 
by a variety of possible methods, the latter 
assume immediately their full personal tax 
responsibility upon their share of the undis- 
tributed earnings. This could be accom- 
plished by the declaration of taxable stock 
dividends or the issuance of other taxable 
securities. Or it might take the form of 
voluntary consent [Code Section 28] by the 
stockholders to taxation upon their pro rata 
shares of corporate reinvestment. In either 
event, the tax obligation upon the business 
income would be fully satisfied except for 
the capital gains tax. ... The proposal for 
advance payment and withholding succeeds 
only partly in integrating corporate and per- 
sonal taxes and in eliminating the tax ad- 
vantage of corporate reinvestment where 
the high-income stockholders are involved. 
It is likely, however, that this is as near to 
perfect integration as is feasible. The taxa- 
tion of capital gains at full rates and without 
loopholes would go far to complete the 
integration.” 

There is little the writer can add to the 
quotations from Groves since they seem to 
reflect full cognizance of the problems in- 
volved, except that Groves does not cover 
the matter of changes in the rate of with- 
holding tax to be applied to corporate in- 
come before distribution. The “windfall” 
effect of changes in the rate of withholding 
or standard tax upon surtaxes has been 
mentioned in connection with the British plan. 


Corporations as Partnerships 


The essence of the plan to treat corpora- 
tions as partnerships for tax purposes is that 
corporate profits would be subjected to indi- 
vidual income taxes in the year in which the 
profits were earned, by requiring each stock- 
holder to report his pro-rata share of the 
corporate earnings in his return for the cor- 
responding year or, if the taxable years of 
the corporation and stockholder differ, in 
the stockholder’s return for his taxable year 
in which the close of the corporation’s taxa- 
ble year falls. Thus, because all taxable 





48 Ibid., pp. 64-65. 
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corporate earnings would be subjected to 
individual tax, whether or not they are dis- 
tributed, the undistributed profits problem 
would no longer exist. 


The plan is not new. It was enacted into 
law with respect to personal service corpo- 
rations for the period 1918-1921, but aban- 
doned after 1921 because of doubtful 
constitutionality. 


The Committee on Postwar Tax Policy 
considers and rejects a method similar to 
the partnership method: ® 


“A second method starts with the theory 
that strict logic requires that shareholders 
report, as part of their taxable incomes, their 
respective pro rata shares of the total in- 
comes of corporations in which they have 
invested, regardless of whether such in- 
comes are distributed or not. The tax paid 
by the corporation would then be regarded 
as an advance made by it on behalf of its 
stockholders. The stockholder would include 
the tax so paid as part of his income and, 
after computing his individual tax, would 
deduct the tax paid and withheld by the 
corporation. 


“The principal objection to this device is, 
in our opinion, not so much its taxation 
feature as the essential unteality of the basic 
logic upon which it rests. It is only in the 
most remote sense that the undistributed 
income of a corporation with widespread 
ownership may be regarded as income by 
the shareholders. There is no réceipt and 
no realization, actual or constructive, of the 
undistributed earnings by the shareholders. 
Our position is that, while the shareholders 
do have a pro rata equitable interest in the 
entire corporate income, their liability to 
further taxation as to this income in their 
respective individual capacities should not 
extend beyond that which is based on the 
income actually realized through dividend 
distribution. When the corporation tax is 
paid on the entire net income there is this 
degree at least of taxation of the undistrib- 
uted as well as of the distributed earnings.” 


The committee seems inclined to apply 
its concept of the corporation stockholder 
to the owner or partner in an unincorporated 
business: ” 


“It could be urged that the logic of the 
situation would require that only such por- 
tion of the profits of unincorporated business 
as is actually distributed be subject to the 
individual surtax rates. This would mean a 
strict construction of the test of receipt 
through realization, for the sole proprietor 





49 Op. cit., pp. 123-124. 
5 Tbid., p. 128. 
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does not actually receive and does not real- 
ize, except in a technical sense, that part of 
the profit which remains in the business. 
While recognizing the logic of this position, 
we refrain, for practical reasons, from rec- 
ommending it.” 


The Committee on Postwar Tax Policy, 
it might also be mentioned, does not regard 
the problem of undistributed corporate earn- 
ings as being so serious as to justify any of 
the “drastic remedial measures” proposed: ™ 


“First, the over-all record of corporations 
with respect to the distribution of earnings 
shows that a substantial proportion thereof 
has been paid out... 


“The second ground for our position is 
that the motives for retaining earnings, par- 
ticularly in the case of the large corporations 
accounting for the bulk of corporate net in- 
come, are more likely to stem from purely 
business decisions than from the wishes of 
stockholders. .. . 


“Third, a substantial proportion of all divi- 
dends paid to individuals is received by per- 
sons with incomes in the smaller income 
brackets.” 


In contrast to the views of the Committee 
on Postwar Tax Policy, Groves™ feels that 
the partnership plan has strong claim to 
support from the standpoint of equity, and that 
itis the most logical, direct and uncompro- 
mising solution to the difficult issue of un- 
distributed profits. However, he sees the 
following obstacles™ to use of the plan: 


(1) The possibility that funds allocated 
to common stock in one year might later be 
distributed to preferred stockholders. 


(2) The difficulty of allocating earnings 
to different classes of stock, particularly in 
connection with holding companies. 


(3) Practical objection to the taxation of 
stockholders on something not received. 


(4) Adjustments to bases of stock for de- 
termining gain or loss on sale or other dis- 
position. 


(5) The possibility of substantial changes 
in taxable corporate income as the result of 
field audits made vears afterwards. 


(6) The fact that the legal feasibility of 
the partnership method is open to some 
question. 


(7) The difficulty of applying the pro- 
cedure to large companies having hundreds 
or thousands of stockholders scattered all 
over the country. 


5 Ibid., pp. 138-140. 

2 Op. cit., pp. 55-59. 
_® The integration plan proposed by the writer, 
infra, also takes these obstacles into account. 
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(8) Psychological and political impedi- 
ments involving violation of popular con- 
ceptions of income and of the relations of 
stockholders to corporations. 


Because of the foregoing obstacles, Groves 
does not advocate application of the plan 
other than to personal holding corporations 
and corporations already subject to special 
laws for improper accumulation. He sug- 
gests also that the plan might be extended 
as an option to other corporations, with 
appropriate limitations, perhaps according 
to size. , 


Writer’s Proposals 


In developing a plan for integration of 
corporate and personal income taxes, it may 
be worth while to search for practical means 
by which undistributed corporate earnings 
could be subjected to individual tax as 
accumulated: 


(1) Individual taxes on all corporate 
earnings would thus be collected with cer- 
tainty and at the rates currently in effect. 
This would eliminate the present deferred 
or contingent status of individual taxes on 
undistributed corporate profits. 

(2) A source of tax discrimination be- 
tween incorporated and unincorporated busi- 
ness would thus be eliminated. 

(3) Corporate management would be re- 
lieved of whatever concern it may have over 
possibly more stringent enforcement of Sec- 
tion 102. 

(4) The Bureau of Internal Revenue would 
be relieved of a law (Section 102) which is 
said to be difficult to administer. 

(5) Individual stockholders would be re- 
lieved of one invitation to tax avoidance. 

(6) The separate-entity view of corpora- 
tions would be minimized, bringing stock- 
holder and corporation into closer relationship, 
with perhaps some resulting social benefit. 

In the means for integration of corporate 
and personal income taxes which the writer 
hereafter proposes for consideration, the 
Committee on Postwar Tax Policy might 
find only the “great complexity” which it 
mentions. Or, if the means should be found 
practical, the question of legal feasibility 
which Groves raises may appear. If by good 
luck the proposals should survive these two 
hurdles, the psychological and political im- 
pediments which Groves suggests will re- 
main as an obstacle. However, if the proposals 
make some contribution toward ultimate so- 
lution of the undistributed profits problem, 
this study will have been worth while. 

In approaching a solution to the undis- 
tributed profits problem, the writer borrows 
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as follows: (1) frem the partnership plan, 
the idea of taxing common stockholders on 
earnings per share; (2) from collection-at- 
source provisions of existing law (Code Sec- 
tions 1621-1627), the idea for advance tax 
payment by the corporation on account for 
its common stockholders. This idea is simi- 
lar to the British corporation advance tax 
payment; however, under the British plan, 
where losses offset undistributed prior profits, 
the stockholders never receive credit for all 
taxes paid by the corporation. 


The writer will introduce no new basic 
principle. His proposals will consist almost 
entirely of means for implementing the two 
basic ideas enumerated above. 


The following brief statement is intended 
as a resumé of the writer’s proposals. In 
the discussion following this statement, the 
writer will attempt to anticipate and to an- 
swer most of the questions which will im- 
mediately occur to the reader. 


(1) Corporate surplus accumulated before 
and after adoption of the plan should be seg- 
regated on corporation books. Dividends 
paid out of “prior” surplus should be tax- 
able as under existing law. Dividends paid 
out of “subsequent” surplus should be ex- 
empt to common stockholders only. 


(2) Determination of taxable corporate 
income or loss allocable to common stock- 
holders should follow present rules for com- 
puting taxable corporate income, with 
modifications. Earnings or loss per share 
should be computed and “declared,” for tax 
purposes, as of a subsequent date. 


(3) Corporations should make advance 
tax payments for account of common stock- 
holders at a rate equivalent to the minimum 
individual rates in force at the time (now 
nineteen per cent) in quarterly installments 
corresponding to present optional quarterly 
corporate tax payment dates. With the final 
installment the corporation should file re- 
turns similar to present withholding returns. 
Each corporation should have the right to 
increase its rate of advance payment for the 
financial convenience of its stockholders. 


(4) Earnings or loss per share should be 
taxable income or deductible loss to the 
common stockholder for his taxable year in 
which the effective date of the corporation’s 
declaration falls. To avoid taxing one year’s 
earnings at the next year’s rates, where tax 
rates change, the law might provide for tax- 
ing earnings per share at the prior year’s 
rates. 


(5) For the common stockholder’s pur- 
poses the advance tax payment will be treated 
as withholding from wages is now treated. 
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Additional tax due or any refund due would 
merge with additional tax or refund due 
under existing law. 

(6) Earnings or loss per share, as declared 
by the corporation, should be an addition or 


deduction, respectively, to the common 
stockholder’s basis for determining gain or 
loss on disposition of his shares. Amounts 
declared by the corporation should not be 
subject to change except in case of fraud. 
Cash dividends out of “subsequent” surplus 
should reduce the common stockholder’s basis. 

(7) Where, as the result of subsequent 
field audits or otherwise, the total corporate 
income taxable to common stockholders is 
increased for a given year, the stockholders’ 
individual returns for the year in question 
ordinarily should not be reopened. A net 
increase in total taxable corporate income 
should be taxed to the corporate entity 
alone, at the maximum individual rates in 
force for the year in question. A net de- 
crease in total taxable corporate income 
should be grounds for tax refund only upon 
claims by individual stockholders. 

(8) Pending clarification as to the legal 
feasibility of taxing common stockholders 
directly upon earnings per share, the plan 
might be made at least partially effective by 
the following steps: (a) a tax levied against 
the corporate entity presently at a rate of 
nineteen per cent (at the maximum indi- 
vidual rates for additional assessments); 
(b) a provision that any individual who 
chooses for the current and subsequent 
years to report earnings or loss per share, in 
lieu of dividends received out of “subse- 
quent” surplus (for all corporations in which 
he holds common stock), may take credit 
against his tax liability for his pro-rata share 
of taxes paid by the corporation. The first 
individual return, showing such an election, 
should be sufficient evidence of the stock- 
holder’s consent to taxation upon earnings 
per share. 


Limitation to Common Stockholders 


The cumulative and/or participating fea- 
tures of some preferred stock suggest the 
possibility that stockholders with preferred 
stock carrying either or both of these fea- 
tures should be included under the proposed 
plan. However, while not presuming to 
render a legal opinion, the writer believes 
that neither of these preferred stock features 
gives the preferred stockholder a vested 
interest in the undistributed profits of a cor- 
poration. The cumulative feature of pre- 
ferred stock gives the preferred stockholder 
merely the right to receive dividends in 
arrears before dividends are paid to com- 
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mon stockholders. The participating feature 
of preferred stock gives the preferred stock- 
holder merely a contingeni right to extra divi- 
dends, the contingency being the payment of 
dividends to common stockholders at a rate 
exceeding the regular preference rate on 
preferred stock. In the opinion of the writer, 
the rights stated above do not justify alloca- 
tion and taxation of corporate profits in 
accordance therewith. True, under the pro- 
posed plan, profits originally allocated and 
taxed to common stockholders may later be 
used to satisfy preferred stock rights. How- 
ever, when such a conversion of profits 
occurs, equity may be readily achieved by 
allowing a deduction equal to all preferred 
dividends paid currently out of earnings or 
surplus accumulated after adoption of the 
proposed plan, when computing corporate 
income currently allocable and taxable to 
common stockholders. No diminution of 
total income taxable by the government 
should occur through this procedure, since 
the amount of dividends deductible from 
the standpoint of common stockholders will 
be taxable income to preferred stockholders. 


In the case of holding company groups 
eligible and electing to file consolidated in- 
come tax returns, consolidated taxable in- 
come would be allocated to “majority” and 
“minority” common stockholders in accord- 
ance with generally accepted principles for 
preparation of consolidated statements. 


Segregation of Surplus 


In general, corporate surplus consists of 
either earned surplus or capital surplus. 
Corporations generally maintain separate 
accounts for earned surplus and capital sur- 
plus, but distinction as to items which go 
into each account is not entirely uniform 
among all corporations. For the most part 
earned surplus consists of taxable income, 
but it may contain nontaxable items. For 
the most part capital surplus consists of 
nontaxable credits, but it may contain tax- 
able items. All surplus accumulated prior 
to March 1, 1913, is exempt from federal 
income tax. 


Under existing law it has been unneces- 
Sary to segregate either earned surplus or 
capital surplus accumulated since March 1, 
1913, between taxable and nontaxable items, 
because ordinary dividends™ paid to stock- 
holders are either fully taxable or fully ex- 
empt. Under the plan proposed herein, it 


will likewise be unnecessary to segregate 
either earned surplus or capital surplus ac- 
cumulated after adoption of the plan between 
taxable and nontaxable items, because ordi- 
nary dividends paid to either common or 
preferred stockholders will still be either 
fully taxable. For instance, if an ordinary 
dividend is paid to common stockholders 
out of either earned or capital surplus ac- 
cumulated after adoption of the proposed plan, 
it will be fully exempt because it will be 
composed of income already taxed to the 
common stockholder and/or items exempt 
from tax. On the other hand, if an ordinary 
dividend is paid to preferred stockholders out 
of either earned or capital surplus accumu- 
lated after adoption of the proposed plan, 
it will be fully taxable because it will be 
an allowable deduction in computing income 
currently allocable and taxable to common 
stockholders. Because no different principle 
is involved, and thus for uniformity of treat- 
ment, liquidating dividends paid either to com- 
mon or preferred stockholders out of either 
earned or capital surplus accumulated after 
adoption of the proposed plan should be 
subject to the same capital gains taxation 
as liquidating dividends out of surplus ac- 
cumulated before adoption of the plan. 


Because taxable income remaining in 
either earned or capital surplus accumulated 
since March 1, 1913, has not been taxed to 
common stockholders, and since taxable in- 
come retained in either earned or capital 
surplus after adoption of the proposed plan 
will be taxed to common stockholders, a 
distinct segregation between both earned 
surplus accumulated before and after adoption 
of the plan and capital surplus accumulated 
before and after adoption of the plan should 
be maintained in corporate accounts. This 
segregation will not necessitate any involved 
accounting, but will require merely the open- 
ing of new accounts for both earned surplus 
and capital surplus accumulated subsequent 
to adoption of the plan. However, as a gen- 
eral rule, adjustments arising subsequent to 
adoption of the plan and involving fiscal 
years prior to adoption of the plan should 
be debited or credited to “prior” surplus. 

The rules for taxability of dividend pay- 
ments under the proposed plan may be re- 
capitulated as follows: 

(1) The taxability of ordinary dividends 
paid either to common or preferred stock- 
holders out of “prior” earned or capital sur- 





* “Ordinary’’ dividend is here used to mean 
any dividend other than a liquidating dividend. 
Thus, an ordinary dividend might consist of 
cash, stock, scrip or other evidences of indebt- 
edness of the dividend-paying corporation. A 
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particular dividend may be partly ordinary and 
partly liquidating, in which case proration of 
the dividend between the two elements is nec- 
essary under existing law and would be neces- 
sary under the proposed plan. 
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plus should be determined in accordance 
with existing law. 


(2) Ordinary dividends paid to common 
stockholders out of “subsequent” earned or 
capital surplus should be fully exempt. 

(3) Ordinary dividends paid to preferred 
stockholders out of “subsequent” earned or 
capital surplus should be fully taxable. 

(4) Liquidating dividends paid either to 
common or preferred stockholders out of 
either earned or capital surplus accumulated 
either before or after adoption of the pro- 
posed plan should be treated in the same 
fashion for capital gains purposes. 


Corporations should, of course, advise 
stockholders as to the source and taxability 
of dividend payments. 


In order to eliminate reservoirs of un- 
taxed profits, all dividends paid should be 
deemed to be out of “prior” surplus until 
the exhaustion of such surplus occurs. 


Determination and Declaration 
of Earnings 


The determination of corporate income or 
loss allocable to common stockholders for 
tax purposes might well fllow present rules 
for computing taxable corporate income, 
with the following modifications: 


(1) A deduction should be allowed for 
any income taxes assessed against the cor- 
porate entity as such. A current deduction 
should also be allowed for any additional as- 
sessment of such taxes in connection with 
fiscal years between the date of adoption of 
the plan and the current year. 


(2) A current deduction should be allowed 
for any preferred stock dividends paid cur- 
rently out of either current income or any 
“subsequent” surplus. 


(3) The net operating loss deduction (Code 
Section 122) should not be a feature of the 
proposed plan, inasmuch as for the year of 
loss stockholders will take deductions on 
their individual returns. 


(4) Capital gains (Code Section 117) and 
losses should be taken fully into account 
since it would be impractical to treat earn- 
ings or loss per share as anything other 
than ordinary income or deduction to the 
stockholder. 


(5) Partially tax-exempt interest (Code 
Section 25(a)) would be a nuisance, inasmuch 
as it is subject only to surtax. The practical 
treatment would be to exclude it entirely. 

(6) Unless it is desired to continue dis- 
crimination™ against the holding company, 
as opposed to other forms of business com- 
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binations, the corporation dividends-received 
credit (Code Section 26(b)) should be in- 
creased to one hundred per cent. 


After determination of total net income 
allocable and taxable to common stockhold- 
ers, the corporation will be in position to 
file its initial return with the Collector of 
Internal Revenue. The required filing date 
for the initial return should be two and one- 
half months after the close of the corpora- 
tion’s fiscal year, the present required date 
for filing corporate income tax returns; but 
the requirement should be coupled with a 
liberal extension policy. Holding company 
groups eligible and electing to file consoli- 
dated returns, especially, may have need for 
extensions. 


Computation of income or loss per com- 
mon stockholder will not be required immedi- 
ately inasmuch as schedules showing such 
information need not be filed until eleven 
and one-half months after close of the cor- 
poration’s fiscal year. 


However, for purposes of accruing earn- 
ings or loss per share to the stockholders, 
and for other purposes, the corporation 
should compute taxable income or loss per 
share immediately after determining total 
income or loss allocable and taxable to 
common stockholders. The earnings or loss 
per share, together with the rate of advance 
tax payment to be made by the corporation, 
should then be formally declared, as divi- 
dends are declared. The corporation should 
be required to make the declaration on or 
before the date of filing its return of total 
net income taxable to common stockhold- 
ers, which would be not later than two and 
‘one-half months after the close of its fiscal 
year; but an extension of the date for filing 
the return should automatically extend the 
declaration date. A limited period should 
be allowed to elapse—say, fifteen days—be- 
tween the date of the declaration and the 
effective date of its application to stockhold- 
ers of record. This would permit advance 
notice to traders and investors, as is now the 
case with respect to dividend declarations. 


Corporation Returns 


By the fifteenth day of the third month 
following close of its fiscal year, unless an 
extension has been granted, the corporation 
should be required to file its initial return, 
showing taxable income or loss allocable to 
its common stockholders in total. The return 
should contain evidence of any official cor- 





5% Roswell Foster Magill, The Impact of Fed- 
eral Taxes (Columbia University Press, 1943), 
pp. 136-138. 
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porate action, by stockholders or by direc- 
tors, as differing state laws might require, 
increasing the rate of advance tax payment 
above the minimum required by law.. For 
the financial convenience of its common 
stockholders, the corporation should be al- 
lowed to increase its rate to any point be- 
tween the minimum and maximum individual 
tax rates currently in force. 


If the return should reflect taxable in- 
come, it should be accompanied by an ad- 
vance tax payment equal to one quarter of 
the total advance tax payable as computed 
by applying the statutory minimum or in- 
creased rate to the total taxable income 
reflected by the return. Successive payments 
of one quarter each should be made quar- 
telly by the corporation. Thus, corporations 
would pay the advance tax as they now may 
pay income tax, and no serious disturbance 
of corporate finance should occur. With the 
fnal quarterly payment the corporation 
should submit a schedule of the common 
stockholders to whom the earnings accrued, 
showing name, address, number of shares, 
earnings per share, total earnings per com- 
mon stockholder and advance tax paid per 
common stockholder. A form similar to the 
W-2 used now for employees’ withholding 
should be prepared for each common stock- 
holder, a copy of each of which should ac- 
company the final advance tax payment and 
two copies of which should be sent to the 
common stockholder. A form could very 
readily be devised to serve both employees’ 
salary withholding requirements and advance 
tax payment purposes. 


If the initial return of the corporation 
teflects a loss, rather than income, the cor- 
poration should file a list showing loss per 
common stockholder by the fifteenth day 
of the twelfth month following the close of 
its fiscal year. Individual statements should 
be prepared for each common stockholder 
and copies should be distributed as in the 
case of taxable income. 


Correlation of Taxable Years 


Under the proposed plan, taxable corpo- 
tate earnings or loss per share should accrue 
to the common stockholder as of the effec- 
tive date of declaration by the corporation, 
for the following reasons: 

(1) Where taxable years of the corpora- 
tion and the common stockholder coincide, 
the corporation may not be able to make 
a declaration in time for inclusion of the 
come or loss per share in the common 
stockholder’s return for the same year. 
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(2) The corporation may not complete 
its advance tax payments until nine months 
after the common stockholder’s filing date. 


(3) It would be desirable to give advance 
notice to traders and investors as to tax 
liabilities in connection with stock. It would 
be a disturbing influence on stock prices, 
not to say a hardship on one of the parties, 
if tax liability should attach retroactively to 
the individual who had sold his stock. 


The above rule should not reduce total 
income subject to tax, even for the year of 
transition, if dividends paid are deemed to 
be first out of “prior” surplus, as previously 
recommended. The frequent occurrence of 
coinciding taxable years or changing tax 
rates, however, may mean that earnings per 
share will be taxed at rates differing from 
those in effect for the year earned. This in- 
equity is nothing new to income taxes. Un- 
der present law, the corporate earnings of 
a particular year may not be paid out as 
dividends and taxed to individuals until years 
later, if at all. Still, some may desire to 
correct this inequity; and if this be done, 
any revenue act changing the rates could 
carry a provision which would effect taxa- 
tion of earnings per share at the previous 
year’s rates. The rate change for the bracket 
in which the individual’s taxable income 
falls could be applied to his per share earn- 
ings or loss, and the resulting amount would 
be added to or deducted from his tax lia- 
bility as computed under the new rates. 


Stockholders’ Tax Payments 


Under current tax payment provisions of 
present law (Code Sections 58-60), an indi- 
vidual may be required to estimate his in- 
come and file a declaration of estimated tax 
as early as the fifteenth day of the third 
month after the beginning of his taxable 
year. If a common stockholder in a corpo- 
ration meets this requirement, he will need 
to know, under the proposed plan, what 
amount to include by reason of his earnings 
or loss per share in the corporation. Per- 
haps, in most cases, the corporation will 
have made its declaration in time for his 
use. If not, the common stockholder will 
have to estimate. But, it should be noted, 
under the recommended procedure he will 
be estimating earnings per share a year later 
than he may be required under present law 
to estimate dividends to be received, There- 
fore, the common stockholder should be on 
comparatively more solid ground than now, 
and still will have the privilege of filing an 
amended declaration of estimated tax, if 
necessary. 
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Naturally, after computing his estimated 
tax, the common stockholder will take credit 
for the advance tax payment to be made in 
his behalf by the corporation, as he now 
takes credit for tax to be withheld from his 
salary. 


Before time for filing his final return, the 
common stockholder should receive from 
the corporation two copies of Form W- 2, 
which will contain firm amounts for earn- 
ings and the advance tax payment. The in- 
formation will be incorporated in his return, 
and one copy of the W-2 should be attached 
to his return when filed. 


Adjustments to Common Stock Bases 


Adjustments to the bases of common stock 
should present little difficulty under the pro- 
posed plan. The unadjusted basis should, of 
course, be cost or such other amount as may 
be determinable in accordance with Code 
Section 113 (a). The basis should be ad- 
justed upwards for earnings per share de- 
clared by the corporation, as of the effective 
date of the declaration; similarly, the basis 
should be adjusted downwards for declared 
losses. Ordinary cash dividends paid out 
of “prior” surplus, as discussed previously, 
should not affect the basis. Ordinary cash 
dividends paid out of “subsequent” surplus 
should be applied toward reduction of the 
stock basis. Stock dividends out of “prior” 
surplus should be handled in accordance 
with existing procedure under Code Section 
115 (f). As to stock dividends out of “sub- 
sequent” surplus, the basis should be appor- 
tioned between old and new stock. 


Changes in Corporate Returns 


The problem of changes in corporate re- 
turns presents the appearance of a night- 
mare at first glance. Obviously, if all 
individual stockholder returns had to be 
reopened every time a revenue agent found 
a net understatement of total income tax- 
able to common stockholders, as computed 
by the corporation, the proposed plan would 
be impractical. Groves has suggested the 
following solution: ® “This hazard... might 
be minimized (perhaps constitutionally) by 
altering taxpayers’ current income rather 
than reopening past returns.” While he 
does not elaborate on this thought, its logi- 
cal meaning would seem to be that addi- 
tional income discovered for a past year 
would be taxable to common stockholders 
in the year of discovery, perhaps with ap- 





36 Op. cit., p. 57. 
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propriate penalties. To the writer, Groves’ 


suggestion seems open to the following ob- 7 


jections: 


(1) It would constitute an invitation to 7 
manipulation of income because common | 


stockholders might derive present or future 
tax benefits through understatement of cor- 
porate income currently taxable to them. 


(2) It would introduce the inequity of 7 
taxing income in a year different from the 7 
year in which that income was earned. Tax | 


rate changes and other factors might result 
in a different ultimate tax. 


(3) Any interest or penalties applicable 
to the understatement would be difficult to 
apply to individual stockholders because of 
the necessity for proration. Of course, the 
corporation might pay the interest or pen- 
alties; but in that case the additional tax 
assessment might as well be made against 
the corporation, as suggested below. 


Let us not forget that the corporate entity 
as such can still be taxed, as it is taxed 
under present law. Furthermore, it will be 
the duty of the corporation to prepare a 
proper return of corporate income taxable 
to common stockholders. We have recom- 
mended a liberal extension policy to give 
the corporation plenty of time in which to 
do the work properly. Therefore, if taxable 
income later must be increased, on whom 
would the “shoe fit” better than on the 
corporate entity alone? 


Accordingly, where additional net income 
is subsequently discovered, it is recom- 
mended that an additional assessment be 
levied against the corporate entity alone, 
at the maximum individual rates in force 
for the year in question. Since in theory 
the additional assessment will have been 
paid for the account of common stockhold- 
ers, although not prorated to stockholders, 
it should not be allowed as a deduction in 
computing corporate income taxable to com- 
mon stockholders for the vear in which it is 
paid or accrued. By this procedure the 
common stockholders will lose the benefit 
of adding their pro-rata shares of the un- 
reported net income to their stock bases, 
and the corporation will pay a tax at the 
maximum individual rates on the unreported 
net income. With interest on the assess- 
ment, that should be sufficient penalty ex- 
cept in cases of fraud. 


The problem of a subsequently discovered 
overstatement of corporate net income tax- 
able to common stockholders would be a 
more delicate one, though perhaps it would 
occur considerably less often. Under the 
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proposed plan, pro-rata portions of the over- 
statement would have been added to the 
stock bases of the individual stockholders. 
Moreover, where the overstated income was 
offset against other deductions in the stock- 
holders’ individual returns, advance tax paid 
on the overstatement by the corporation may 
have been in part refunded to stockholders. 
Thus, if at the time the overstatement is 
discovered a refund of any amount is made 
directly to the corporate entity, the govern- 
ment might find itself with a net loss in 
revenue. Accordingly, where a net over- 
statement of corporate income taxable to 
common stockholders is subsequently dis- 
covered, it is recommended that a refund 
claim be considered only where the in- 
dividual stockholder chooses to reopen his 
return. 


The group of stockholders who would 
have no individual income tax liability should 
present no particular problem under the 
proposed plan. Common stockholders might 
obtain refunds of corporation advance tax 
payments by filing tax returns, as is neces- 
sary under existing law to obtain refunds 
of taxes withheld from wages. 


However, in the case of tax-exempt in- 
stitutions, it might be preferable to permit 
them to file tax-exemption certificates with 
the corporation. !n that event, the corpora- 
tion should disburse the equivalent of the 
pro-rata advance tax payment directly to the 
institution concerned. The tax-exemption 
certificates might be issued either by the 
Collector of Internal Revenue or with his 
approval. 


Under existing law (Code Sections 143 (b)- 
144), tax withholding at the source is re- 
quired with respect to income earned in 
this country by nonresident aliens and non- 
resident foreign corporations. Rates of 
withholding vary because of provisions in 
treaties with various countries. A nonresi- 
dent alien engaged in business in this coun- 
try, or with a United States income exceeding 
$15,400, is required (Code Sections 211-219) 
to fle a United States income tax return, 
and may take credit for the tax withheld 
at the source. 


Under the plan proposed herein, the privi- 
lege of electing to come under the plan 
might be extended to nonresident aliens who 
are required to file United States income tax 
teturns and who own common stock in do- 
Mestic or resident foreign corporations. 
(Code Section 231 (b).) However, since 
the matter involves international relations, 
the writer makes no recommendation. 
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Legal Feasibility 


The Supreme Court decision in Etsner v. 
Macomber, in 1920, implanted the separate- 
entity concept of corporations deep in the 
theory of taxation. The holding, in effect, 
was that a dividend in a corporation’s com- 
mon stock paid to the then common stock- 
holders was not income within the meaning 
of the Sixteenth Amendment to the Con- 
stitution. Since such a stock dividend would 
ordinarily represent otherwise undistributed 
corporate profits, the inference might be 
that a stockholder in his individual capac- 
ity could not be taxed on his pro-rata share 
of undistributed corporate profits until it 
was paid to him in cash. A later case™ 
relaxed the rule somewhat by holding that 
a stock dividend which changed the stock- 
holder’s proportionate interest in the cor- 
poration constituted taxable income to him. 
However, the later case would not seem 
materially to alter the Supreme Court’s 
original position. Tax legislation since 1920 
indicates that Congress has_ studiously 
avoided levying any tax on undistributed 
corporate profits against stockholders in 
their individual capacities. However, in vari- 
ous pieces of legislation imposing taxes on 
corporations, Congress has provided for a 
“consent dividends credit” (Code Section 
28), whereby the corporation may avoid 
taxes on undistributed profits to the extent 
of the profits on which its stockholders vol- 
untarily agree to assume individual tax lia- 
bility. 

The position of the Supreme Court would 
seem to render highly questionable the con- 
stitutionality of the proposed plan for sub- 
jecting corporate profits to individual income 
tax without reference to distribution. A 
constitutional amendment might be needed 
to clarify the question. However, as already 
suggested, the proposed plan might be made 
partially effective at any time by levying on 
corporations a tax at a rate equivalent to 
the combined individual normal tax and 
minimum surtax, and by providing that each 
common stockholder may elect to take 
credit against his individual tax liability for 
his pro-rata portion of tax paid by the cor- 
poration, if he should choose for the current 
and subsequent years to be taxed on earn- 
ings per share of common stock. The choice 
thus made would be in lieu of taxation on 
common stock dividends received out of 
earnings or surplus accumulated subsequent 
to adoption of the proposed plan, and should 
extend to all corporations in which the in- 
dividual owns common stock. Appropriate 





53 Koshland v. Helvering, 298 U. S. 441. 
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provision for exercise of the choice might 
be placed on the individual tax return form. 


If the minimum individual tax rate should 
be fixed at nineteen per cent, the equivalent 
of present normal tax plus the lowest sur- 
tax, it would seem reasonable to expect that 
most common stockholders would choose to 
take the tax credit and report earnings per 
share. 


Application to Large Corporations 


The writer has sought to make the pro- 
posed plan readily applicable to large cor- 
porations by recommending a _ liberal 
extension policy for the filing of initial cor- 
porate returns, which should be no more 
difficult to prepare than present corporate 
income tax returns, and by recommending 
that earnings per share not accrue to stock- 
holders for tax purposes until after deter- 
mination and declaration by the corporation. 
Groves has listed as an obstacle to the 
“partnership” plan, which is in part similar 
to the plan proposed herein, the difficulty of 
applying the former to large companies 
having hundreds or thousands of stockhold- 
ers scattered all over the country. To this 
writer, the number of stockholders does not 
necessarily indicate that application of the 
proposed plan to a large corporation would 
be relatively more difficulty than application of 
the plan to a small corporation. The ratio 
of number of stockholders to any, repre- 
sentative standard (such as number of cor- 
porate employees, total corporate assets or 
corporate net worth) might be no greater 
for a large corporation than for a small one. 
The greater geographical diffusion of stock- 
holders in large corporations may at first 
glance appear to present a difficulty. How- 
ever, any corporate action™ required by 
stockholders in the proposed plan could be 
handled at the stockholders’ annual meeting. 
Large corporations hold annual stockhold- 
ers’ meetings, even though the majority of 
stockholders may be represented by proxy. 
The annual advice to each stockholder as 
to his earnings or loss per share and as to 
his pro-rata portion of the advance tax pay- 
ment could readily be transmitted by mail. 


Popular Acceptability 


Groves mentions as an obstacle to ap- 
plication of the “partnership” plan, which 
also would tax earnings per share to in- 
dividual stockholders, the psychological and 





% The only suggested corporate action by 
stockholders is that of increasing the rate of 
advance tax payment. 
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political impediments involved in violating 
popular conceptions of income and of the 
relations of stockholders and corporation, 


These impediments are not susceptible to 
removal by a mere writer. However, with 
respect to the plan proposed herein, it might 
be pointed out that the country has already 
accustomed itself to tax collection at the 
source on wages. The plan herein proposed 
in effect embraces tax collection at the 
source, and to a great extent would utilize 
administrative machinery existing for that 
purpose. Further, it is believed, abstract 
questions, such as the meaning of income 
and the relation of corporation and stock- 
holder, will not weigh heavily with common 
stockholders against the very substantial 
tax credits obtainable by electing to come 
under the plan. 


Combination with Other Objectives 


The proposed plan for currently subject- 
ing all corporate profits to individual in- 
come taxes should not interfere with the ap- 
plication of any other™ desired tax upon 
corporate profits, including the corporate in- 
come taxes now in effect. Critics of double 
taxation, of course, would seize upon adop- 
tion of the proposed plan as an opportunity 
for eliminating all income tax upon the 
corporate entity. Those who by economic 
philosophy are opposed to corporate sav- 
ings” would still want an undistributed 
profits tax. Those interested in encourage- 
ment of small or new enterprise would want 
some sort of tax concessions. For them, 
the proposed plan, having placed corporate 
common stockholders and unincorporated 
business owners on equal individual tax 
footing, would pose the question of extend- 
ing the same tax concession to the latter. 
As previously noted, some writers—e.g., 
Kimmel and Groves—either advocate or do 
not seriously object to a moderate cor- 
porate surtax or business tax based upon 
the privileges which the corporate form en- 
joys. In the opinion of the writer, any 
wartime excess profits should be taxed at 
the corporate level. Although the proposed 
plan would bring in additional individual tax 
revenue from individual taxes on corporate 
profits currently retained, it might be found 
advisable, purely as a revenue measure, to 
maintain corporate income taxes at some- 
thing near present levels. 





5° It should be borne in mind that any tax on 
corporate income not passed to the credit of 
stockholders would constitute ‘‘double taxa- 
tion,’’ as the writer defines the term. 

® For instance, see the President’s reasons for 
proposing the undistributed profits tax. 
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At whatever rates and in whatever form, 
income taxes levied on the corporate entity 
as such would serve only to reduce cor- 
porate profits taxable to individual common 
stockholders under the proposed plan. To 
avoid affecting individual stockholder re- 
turns previously filed, any subsequent addi- 
tional assessments or refunds, in connection 
with taxes on the corporate entity alone, 
should be allowed to affect earnings per 
share only in the year in which they are 
recorded by the corporation. 


d 
Resume 


In this study the writer has attempted 
first to demonstrate that integration of cor- 
porate and personal income taxes is needed, 
and that the problem has many ramifica- 
tions. Second, legislative efforts toward so- 
lution of the problem have not been found 
satisfactory. In examining principal pro- 
posals which writers have advanced as solu- 
tions of the problem, it was found that 
there is disagreement as to the ideal solu- 
tion. Some regard taxation of individual 
stockholders on corporate earnings per share 
as a step toward the ideal solution, but as 
unattainable because of practical and legal 
dificulties. From that point the writer has 
ventured to propose a complete plan for 
integrating corporate and individual taxes 
on the earnings of corporations, which may 
be briefly summarized as follows: 


(1) Holders of common stock in corpora- 
tions should report as taxable income their 


CIGARETTE TAXES 


The following bills, either calling for or increasing the tax on 
cigarettes, have been introduced in the following state legislatures: 


California—A.B. 719 imposes a tax of five cents per package on 
cigarettes, and A.B. 1424 imposes a tax of three cents per package 
of twenty cigarettes commencing July 1, 1949. Both bills have been 
referred to the Revenue and Taxation Committee. 


North Dakota—S.B. 1 increases the tax on cigarettes by one mill 
per cigarette; S.B. 220 also imposes an additional tax of one mill per 


cigarette. 


Montana—H.B. 165 would increase the cigarette tax rate from 
It has been referred to the Revenue and 


two cents to three cents. 
Taxation Committee. 


New Mexico—H.B. 114 raises the cigarette tax to four cents. 





pro-rata portions of annual taxable corpor- 
ate earnings, in lieu of reporting dividends 
received as at present. 


(2) Corporations should make advance tax 
payments for the account of common stock- 
holders, which would be computed by apply- 
ing to annual taxable corporate earnings a 
rate equivalent to the individual normal tax 
plus the minimum individual surtax rate. 


(3) Common stockholders should be per- 
mitted to take credit against their individual 
tax liabilities for their pro-rata portions of 
advance tax payments made by the cor- 
porations. Any additional tax due by the 
stockholder or refund due to the stockholder 
would merge with any additional tax or re- 
fund due under present withholding pro- 
cedure. 


In the opinion of the writer, the desira- 
bility of the proposed plan has been ade- 
quately supported. Under the Sixteenth 
Amendment to the Constitution, as inter- 
preted by the United States Supreme Court, 
there is a question as to whether the plan 
could be legally made mandatory; however, 
the writer’s suggestion for elective use of 
the plan is believed to be a practical im- 
mediate solution of the legal problem. The 
plan has been devised with the particular 
object of making it readily applicable to 
large corporations. Finally, the provision for 
a substantial credit against the individual 
tax liability of each common stockholder 
should make the plan popularly acceptable. 


[The End] 
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By BEDRICH F. SCHONBERGER 


HOW TO COMPUTE MULTIPLE 


TO THE CORPORATION DOING BUSINESS IN SEVERAL STATES, 
MULTIPLE TAXES ARE A TROUBLESOME PROBLEM. THIS AUTHOR 
SUGGESTS VARIOUS FORMULAE FOR HANDLING THIS SITUATION 





OMPUTATION of federal and state 

taxes of a corporate taxpayer who is 
subject to taxation in two or more states 
presents a problem of sometimes puzzling 
proportions. It is not surprising, therefore, 
that in practice accruals for interdependent 
taxes (especially where more than two states 
are involved) are frequently estimated or 
disregarded entirely. 


This article presents a working method 
for the mathematical computation that is 
basically applicable to any number of mu- 
tually interdependent taxes. 


Exact computation of liabilities for fed- 
eral and state taxes may be desirable not 
only for the purpose of preparing returns 
and certified statements, but also for the 
purpose of a subsequent redetermination of 
tax liabilities.* 


The solution of the problem is accom- 
plished in two phases. 


Phase I involves the formation of a formula 
for each of the desired state taxes. By 
means of such a formula, the individual 
state tax is expressed in terms of the tenta- 
tively computed amount and the following 
four unknowns: 


(1) The aggregate of all unknown state 
taxes. 


(2) The aggregate of all unknown state 
income taxes. 

(3) The aggregate of all unknown fran- 
chise (excise) taxes measured by 
income. 


(4) The federal income tax. 





1 An exact recomputation of state taxes, when 
submitted in the course of a federal tax exam- 
ination, will substantiate the claim for addi- 
tional deduction of accruals for such taxes. 
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The task is thus telescoped into the prob- 
lem of solving equations for four unknowns. 
This is accomplished by means of a set of 
formulae supplied in Phase II. Finally, the 
amount of each individual state tax is calcu- 
lated.” 


Phase | 
71.1 Formation of equation for federal in- 
come tax: 


The federal income tax is first computed 
on a tentative basis, by determining the fed- 
eral net income without the deduction for 
the unknown state taxes. The actual federal 
income tax is then computed according to 
the following formula: X = ra U, in which 


X is the difference between tentative 
and actual amount of federal 
income tax; 
U is the total of all (unknown) 
State taxes; 

is .38, .53, .25, .23 or .21, accord- 
ing to the combined normal 
tax and surtax rate used for 
the highest portion of the 
tentative federal net income; 
and 

is .95 or 1, according to whether 

or not charitable contributions 
are in excess of the tentatively 
allowable maximum. 


~ 


$8) 


1.2. Formation of equation for each par- 
ticular state tax: 
An equation for each of the unknown state 


taxes may be derived from the model for- 
mula below. 





2 For treatment of certain borderline cases, 
see Phase ITI. 
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LET 


s be the (unknown) desired local 
state tax; 

S be the tentative amount of such 
tax; 

U be the total of all (unknown) 
state taxes; 

Y be the total of all (unknown) 
franchise (excise) taxes meas- 
ured by income; 

Z be the total of all (unknown) 
state income taxes; 


X be the difference between the 
(unknown) federal income tax 
and the tentative federal income 
tax; and 

m, k, e, f, g, h be konstants (ex- 
plained in { 1.23-1.27 below). 


THEN we have: 


1.21. Model formula: 
s = mS — mk (eU — fX — gY —hZ) 


11.22 The tentative state tax S is calcu- 
lated by disregarding the deduction of un- 
known state taxes, but—in instances where 
the unknown federal income tax is also 
deductible—by deducting the tentative fed— 
eral income tax. 


Where alternative tax bases are called 
for, a tentative tax is calculated for each of 
the alternatives, and the tentative tax that 
is applicable is then selected. 


Where the tax is computed on a combined 
basis, a formula for each partial basis must 
be set up, whereupon the formulae so ob- 
tained are added. 


Multiple Taxes 





7.1.23. The factor k is the product of the 
factors, p, R, d* in which p is the applicable 
state allocation percentage, R is the effective 
state tax rate and d is as explained below. 


7 1.24. Factors d and e: 


In instances where, by state law, deduc- 
tion for charitable contributions is subject 
to limitation, the tentative state tax will be 
computed by limiting contributions to the 
tentatively allowable maximum. 


If contributions are not subject to 
limitation by state law, or are not 
in excess of the tentative maxi- 
| rr? d=l;e=1 


If contributions are limited to the 
federally allowable amount and 
exceed the tentative maximum, 


uae Sy als woleoe te aN d = l;e = .95 


If contributions are limited to a 
percentage j of the state net in- 
come and exceed the tentative 
maximum, ...... d= 1—j;e=1 


1.25. Factors g and h: 


In the model formula, s = mS — mk 
(eU — fX — gY — hZ), the insertion of the 
term U accomplishes the deduction of the 
total of all unknown state taxes. Adjust- 
ments for instances where state income 
taxes or taxes measured by income are not 
deductible are accomplished by the intro- 
duction of the terms hZ and gY, respectively. 





3 Where the computation of the state tax is 
based on capitalized average net earnings or 
on average net worth, k = pRdq, in which q 
designates the multiple or the fraction at which 
the accrual for unknown taxes is reflected in 
such basis. 
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If, by state law, taxes measured by net 
income (Y) are not deductible, the adjust- 
ment factor g becomes 1; if they are deduct- 
ible, g becomes 0, and the term gY is thus 
eliminated. Similarly, if state income taxes 
(Z) are not deductible, h becomes 1; if 
deduction permitted, h becomes 0. 


1.26. Factor m: 


The value of m is 1, except that m = 1 + 
(1-k) in the following two instances: (1) if, 
in the case of an income tax, the desired 
local tax is not deductible, while such taxes 
of other states are deductible; or (2) if, in 
the case of a tax measured by net income, 
the desired local tax is not deductible, while 
such taxes imposed by other states are 
deductible. 


71.27. Factor f: 


In the computation of the basis subject 
to state tax, the federal income tax is some- 
times deductible. In those instances, the 
tentative state tax basis is determined by 
deducting the tentative federal income tax. 
Consequently, an adjustment is necessary 








with respect to the difference (X) between 
the tentative and the actual amount of the 
federal income tax. To accomplish the ad- 
justment, the term f£X has been introduced. 


If the federal income tax is deductible, 
the above-described adjustment is necessary; 
hence, f is 1. Otherwise, no adjustment is 
necessary; hence, f is 0. 


1.3. Application of the procedure set forth 
above is illustrated by the following ex- 
ample. It should be emphasized at this 
point that the formulae and methods pre- 
sented herein are adaptable to practically 
any type or number of taxes involved. 


71.31. Example: 


The net income for the base year has 
been computed after the deduction of ac- 
cruals for all taxes, with the exception of 
amounts for the following taxes, which are 
unknown: California income tax, North 
Carolina income tax, Kansas income tax, 
Minnesota income tax, New York franchise 
tax, Tennessee excise tax and Tennessee 
franchise tax. 


1 1.32. Computation of tentative federal income tax: 


Net income (assumed) 


$2,380,000.00 


Add charitable contributions in excess of allowable maximum com- 


puted as follows: 


a 
Add contributions (assumed) 


Allowable maximum (5%)... 


Excess contributions 


Tentative federal net income................ 
Less dividends received credit (assumed)................... 


Less loue-térm capital gam (assumed) ...)2...65 66d seen hae 


Normal tax and surtax 


38% of $2,225,000............. 
Add 25% of $158,000.......... 


Yor ee Re > ee an 


$2,380,000.00 
146,315.79 


$2,526,315.79 


126,315.79 
20,000.00 


2,400,000.00 
17,000.00 


2,383,000.00 
158,000.00 


$2,225,000.00 
845,500.00 
39,500.00 
$885,000.00 
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1.33. Computation of tentative state taxes :* 


Taxes Measured 





Income Taxes by Income 
North New York Tennessee 
California Carolina Kansas Minnesota Franchise Excise” 
(1) Net income before 
deduction of un- 
known state taxes)... 2,380,000 2,380,000 2,380,000 2,380,000 2,380,000 
(2) Add adjustment re 
contributions not al- 
lowable by U. S. not not 
Government ........ 20,000 required required 20,000 20,000 
(3) Total 2,400,000 2,380,000 2,380,000 2,400,000 2,400,000 
(4) If accrual for fed- 
eral income tax is 
allowable, deduct not not not 
tentative amount .... allowed allowed 885,000 allowed 885,000 
(5) Balance 2,400,000 2,380,000 1,495,000 . 2,400,000 1,515,000 
(6) Add adjustment re not not not 
line (4) above....... required required required required required 
(7) Total 2,400,000 2,380,000 1,495,000 2,400,000 1,515,000 
(8) Deduct nontaxable 
items (assumed)..... none 178,000 none 183,000° none 
(9) Balan: :s.:bie3 x 2,400,000 2,202,000 1,495,000 2,217,000 1,515,000 
(10) Add adjustment re 
contributions in ex- 
cess of maximum 
percentage of state not not not 
IMOOUNE: oid heeds required 28,900 64,250 required required 
(11) Tentative state net 
ec hr a eer 2,400,000 2,230,900 1,559,250 2,217,000 1,515,000 
(12) Deduct items specif- 
ically allocable (as- 
ce en ree 193,000 none 193,000 none none 
(13) Tentative state net 
income subject to . 
allocation 2,207,000 2,230,900 1,366,250 2,217,000 1,515,000 
(14) Allocation per- 
centage (as- 
sumed ) 12% 15% 18% 30% 16% 
(15) Tentative state net 
income apportioned... 264,840 334,635 245,925 665,100 242,400 
*Footnotes to chart appear at end of chart 


on following page. 


Multiple Taxes 








Computation of tentative state taxes (coutinued) : 


Income Taxes 


North 


Taxes Measured 
by Income 





New York Tennessee 

















California Carolina Kansas Minnesota Franchise Excise 
(16) Add (see footnotes). 35,160" none 4.075' (500)° 34,900* none 

(17) Tentative taxable 
state net income..... 300,000 334,635 250,000 71,500 700,000 242,400 

(18) Effective tax 
(a eee ere 3.4%? 6% 2% 5.97%° 4.5% 3.75% 

(19) Tentative 
State tax .... 10,200 20,078.10 5,000 4,268.55 31,530° 9,090 
' Add items wholly taxable in California (as- 7 Investment income (assumed). 

sumed). 8 Investment income allocated to New York 


* Eighty-five per cent of 4 per cent. 

3 Add items wholly taxable in Kansas (as- 
sumed). 

* Federal income tax paid for preceding year 
—here assumed at $580,000. 

5 Subtract statutory tax credit. 

® Six per cent, less property-payroll credit— 
here assumed at one-half per cent of six per 
cent. 


1.34. Determination of Factors d and e: 


California income tax, New York franchise 
tax, Tennessee excise tax: Contributions are 
limited to the federally allowable maximum. 
Since contributions paid, $146,315.79, are 
in excess of the tentative maximum of 
$126,315.79, d = lande = .95. 

North Carolina income tax, Kansas in- 
come tax: Contributions are limited to five 


7 1.35. Determination of factors f, g, h, m: 


(assumed). 

® Includes tax on subsidiary capital—here as- 
sumed at $30; it is also assumed that the ten- 
tative tax measured by net income is the high- 
est of the three alternative taxes. 

10 For Tennessee franchise tax, see { 1.39. 


per cent of the state net income. Since they 
are in excess of the tentative maximum of 
$117,306.94 and $81,437.05, respectively, 
d = 1-j = 9 andc = 1. 


Minnesota income tax: Contributions are 
limited to fifteen per cent of the state net 
income. Since contributions do not exceed 
the tentative maximum, d = l ande = 1. 


Franchise Excise 





Income Taxes Tax Tax 
Calif. N,€. Kas. Minn. N.Y, Tenn. 
Has the tentative federal income 
tax been deducted?........... no no yes no no yes 
If yes, f = 1; if no, f = 0. 
f= 0 0 1 0 0 1 
Are taxes measured by income 
disallowed as deduction?....... yes yes no no no no 
If yes, g = 1; if no, g = 0. 
g= 1 1 0 0 0 0 
Are state income taxes disallowed 
lh ae yes yes yes no no no 
If yes, hh = 1;ifno,h = 0. 
h= 1 1 1 0 0 0 
The value of m, as explained in 
q 1.36, is: 
: m= 1 1 1 1 1 1 
1-k 1-k 
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11.36. Determination of factor m: 


California, North Carolina and Kansas in- 
come taxes: Income taxes are not deduct- 
ible; hence, m = 1. 

Tennessee excise tax: The Tennessee ex- 
cise tax itself, as well as taxes measured by 
income which are imposed by other states, 
is deductible; hence, m = 1. 


Minnesota income tax: Income taxes of 
other states are deductible. The Minnesota 
income tax itself, however, is not deductible; 
hence, m = 1 + (1-k). 





d 

Income taxes 

eo os SR A lease 1.00 

North Carolina «...4....... 95 

MMO 55 ok oR LER a 95 

ROSORD 5c. s LG Eis 6 cists Sas 1.00 
New York franchise tax......... 1.00 
Tennessee excise tax............ 1.00 


1.38. Computation of value of m: 
Minnesota income tax: m = 1 + (1-k) 
= 1 +(1-.002388) = 1.0023937. 
New York franchise tax: m = 1 + (l- 
0135) = 1.01368476. 


In the remaining instances, m = l. 


91.39. Tennessee franchise tax: 
Computation of tentative tax: 


Alternative Basis A 

Tentative book value of capital 

stock, surplus and undivided 
profits (assumed).......... $9,000,000 

Less tentative federal income 


tax accrued ..... 885,000 


8,115,000 


Allocation percentage (as- 
sumed) 18% 
Tentative book value allocated 1,460,700 


Alternative Basis B 
Tentative value of real and 
tangible property (assumed) 6,000,000 


Allocation percentage (as- 
sumed) 20% 


Tentative value allocated..... 1,200,000 


Alternative Basis C 
Assessed value of property in 
Tennessee (assumed) . 1,100,000 


Applicable Alternative Basis. 
Basis A (highest of alterna- 
tives A, B, C) ... 


1,460,700 
Tax: 
$15 on each $100 or major 


Part HRELEO!S oss iG nae $ 2,191.05 


Multiple Taxes 


New York franchise tax: Taxes meas- 
ured by income imposed by other states are 
deductible. The New York franchise tax 
itself, -however, is not deductible; hence, 
m = 1 + (1-k). 


7 1.37. Computation of factor k: 


k = p Rd. Taking p (applicable allo- 
cation percentage) and R (the effective tax 
rate) from { 1.33, lines 14 and 18, and d 
from § 1.34, k is expressed in terms of deci- 
mals as follows: 


p R k 
12 034 .00408 
15 06 00855 
18 02 00342 
.04 0597 .002388 
.30 .045 0135 
.16 .0375 .006 


Determination of factors d, e and k: 

Since, in computing undivided profits, con- 
tributions are fully deductible, d = 1; e = 1. 

k = p Rd = (.18) (.0015) (1) = .00027. 

Determination of factors, f, g, h and m: 

Since, in computing undivided profits, all 
state taxes are deductible, g = 0, h = 0. 
For the same reason, m = 1. 

Since the federal income tax was deducted 
in the computation of the tentative basis, 
f= 1. 


911.4. Formation of equation of each par- 
ticular state tax (continued): 


The formula for each state tax is obtained 
by substituting the data secured thus far in 
the model formula (f 1.21). 

s = mS — mk (eU — fX — gY — hZ) 


7 1.41. Example: 


California income tax: From § 1.34, we 
find e = .95; from 7 1.35, we find f = 0, 

=1,h=1landm =1. After substituting, 
the formula is simplified to s = S — k (.95) 
U + kY +. kZ. We also find (from § 1.33) 
S = 10,200, and (from 1.37) k = .00408. 
Hence, s = 10,200 — .003876U + .00408Y + 
.00408Z. 

Minnesota income tax: After substituting 
fore = 1,f = 0,g = 0, h = O, the formula 
is simplified to s = mS — mkU. We also 
find S = 4,268.55, k = .002388, m = 
1.00239372, mS = 4,278.77 and, finally, 
mk = .00239372.4 Hence, s = 4,278.77 — 
.00239372U. 

Tennessee franchise tax: Substituting for 
e=1,f =1,¢g = 0, h = 0, m = 1, the 
formula is simplified tos = S — kU + kX. 


* Note that mk is more easily computed from 
the formula mk = (m-1). 
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Hence, s = 
911.5. Tabulation showing formula for each 
individual state tax: 


A formula for each individual state tax has 
thus been obtained. 











We also find S = 2,191.05, and k = .00027. 
2,191.05 — .00027U + .00027X. 





b 
As illustrated in the tabulation below, the 
formulae are entered in columnar form; the 
thirteen columns are then added and the totals 
designated by the algebraic symbols A to M. 







































































Value of 
Kenstont Value of Coefficient of Unknown 
| mS (—1)U xX Y Z 
EES ee ae, — - aren 
q 1.51 
State income taxes: 
Witenes co oe oes 10,200.00 .003876 .00000 .00408 .00408 
Ct 4 LO | eee 20,078.10 .00855 .00000 .00855 .00855 
s Kas. 5,000.00 .00342 .00342 .00000 .00342 
s Minn. 4,278.77 .00239372 .00000 .00000 .00000 
| ee eT! ese 39,556.87 .01823972 .00342 .01263 .01605 
Total—expressed by symbol. . A B Cc D E 
q 1.52 
State franchise (excise) taxes 
measured by income: | 
See Arey vias eee 31,961.48 01300052 .00000 .00000 .00000 
Ss Tenn. excise ............. 9,090.00 0057 .00600 .00000 .00000 
P= 4k eenadxs dae aan 41,051.48 01870052 00600 | .00000 .00000 
Pahari 
Total—expressed by symbol. . F G H I | i 
q 1.53 
Other state taxes: 
Ss Tenn. franchise:.......... 2,191.05 .00027 .00027 
, eee 2,191.05 .00027 .00027 | 
Total—expressed by symbol. . K L M | 
Phase Il tute 
92.1. Computation of four unknowns: 


The unknowns U, Y and Z are then com- 
puted® from the formulae below: 
(D+ V)T+VK+A 
U = 





(D+V)Q+VW+B—raC 


5 Restating the totals in 1.51 in equation 
form, we obtain the expression A — BU + CX 
+ DY + EZ. 

The sum of the taxes listed in the left-hand 
column is equivalent to the total of all income 
taxes. Hence, Z = A— BU+ CX + DY + EZ. 

From { 1.52. we obtain, similarly, Y = F — 
GU + HX + IY + JZ. 
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Z = (W +Q) U-— T —-K. 


Explanation of Symbols. 


The symbols A to M are taken from {1.5 
above. 





From § 1.53, we obtain U — Y — Z = K — 
LU + MX. 

From { 1.1, we obtain X = ra U. 

Upon solution of the above equations for the 
unknowns, the formulae stated at { 2.1 above 
are obtained. 
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The symbols r and a are defined in { 1.1. 


Finally, the symbols V, W, T and Q are 
computed as follows: 


V=1—E;W=L—raM+1 
F—JK G—raH —JW 


7 


eee a Pa1 a7 


(2.2. Actual federal income tax: 


The actual federal income tax equals the 
tentative federal income tax minus X, in which 


X = ra U. 


42.3. Example: 


The table at $1.5 shows the following 
values: 


A = 39,556.87, B = .01823972, C = .00342, 
D = .01263, E = .01605, F = 41,051.48, 
G = .01870052, H = .006, I= 0, J = 0, 
K = 2,191.05, L = .00027 and M = .00027. 

From § 1.32, we obtain ra = (.38) (.95) 


= .361. 


California income tax .......... 
North Carolina income tax...... 
MeaUsas MCONIe {ak ok... oc cece eens 
Minnesota income tax .......... 


New York franchise tax........ 
Tennessee excise tax........... 


Phase III 


Given certain peculiar sets of circum- 
stances, the results arrived at in Phase II 
are not final and must be revised. 

The more important cases in which such 
borderline situations occur, the parts of the 
computation subject to revision and the re- 
quired revised formulae are listed below: 

Case (a): If the tentative federal net in- 
come is subject to the combined rate of 
thirty-eight per cent, while the highest part 
ot such income as computed in Phase II is 
subject to the rate of fifty-three per cent, 
Phase II must be recomputed as follows: 

(1) In the formulae at 2.1, the fol- 
lowing changes are required: r = .53; the 
term A must be replaced by the expression 
(A — P,), the term F must be replaced by 
the expression (F — Px); and the term K 
must be replaced by the expression (K — Ps), 
in which Py = (.15) (In — 50000), and I, 


Multiple Taxes 


V = 1 — .01605 = .98395 
W = .00027 — (.361) (.00027) + 1 = 


1.00017253 
41,051.48 — (0)K 
T = ——— = 41,051.48 
1 — (0) + (0) 
01870052 — (.361) (.006) — (0)W 
1— (0) + (0) 
01653452 


Substituting the above values, we obtain 
U = 81,194.58, Z = 39,308.57, Y = 39,708.97. 


Finally, substituting in the formula at 
1 2.2, we obtain X = (.361) (81,194.58) = 
29,311.24, and federal income tax = 885,000 
— X = 885,000 — 29,311.24 = 855,688.76. | 


2.4. Once the value of the four unknowns 
has been determined, the amount of each of 
the individual state taxes is computed by 
substituting in the formulae listed at { 1.5. 


72.5. Example: 


Substituting for U $81,194.58, for X 
$29,311.24, for Y $39,708.97, and for Z 
$39,308.57, we obtain: 


.... $10,207.68 
.... 20,059.49 

4,956.99 
ee 4,084.41 $39,308.57 
.- esi 
aT 8,803.06 39,708.97 
ia 2,177.04 
eae IaE Pete $81,194.58 


is the tentative federal net income (reduced 
by the amount, if any, subject to the twenty- 
five per cent rate on capital gain). 


(2) The formula at {2.2 is changed to 
X = .53aU —P,. 

If the borderline amount is $25,000 (instead 
of $50,000) then: r = .25; Pa = (—.28) (In 
— 25000); X = .25 aU — Pa. 

Case (b): If, in the case of state taxes 
calling for alternative methods, the tax under 
the alternative method A is the highest among 
the alternative taxes as computed tenta- 
tively, but not the highest of the taxes as 
recomputed from the data obtained in 
Phase II, the equation for the state tax in- 
volved must be replaced by the equation 
reflecting the alternative method B found 
to be applicable, and the procedure must 
then be repeated. 


Case (c): If contributions are lower than 
five per cent of the federal net income (be- 
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fore the deduction of such contributions) 
as computed tentatively, but higher than 
such basis as computed in Phase II: 

(1) With regard to state taxes, if any, 
which limit the deduction for contributions 
to the federally allowable amount, the for- 
mula at J 1.21,s = mS — mk (eU — f{X — 
gY — hZ), must be revised as follows: 


(A) The value of factor e is changed 


to .95 

(B) The term mS must be replaced by 
the expression m (S — kPr), in 
which 


Pr = 05 (Ie + Cn) = Ch, 

I¢ is the tentative federal net in- 
come (disregarding the limita- 
tion on contributions) and 

Cn is the amount of contributions. 


(2) Consequently, the totals at J 1.5 must 
be revised. 


(3) In the formulae at § 2.1, the following 
changes are required: a = .95; the term 
A must be replaced by the expression 
(A + rPr); the term F must be replaced by 
the expression (F + rPr); and the term K 
must be replaced by the expression 
(K + rPr). 


(4) The formula at § 2.2 is changed to 
X = .95rU + rPr. 


Case (d): If contributions are lower than 
the maximum allowable percentage of the 
state net income (before the deduction of 
such contributions) as computed tentatively, 
but higher than such percentage of such 
state net income reduced by deductible taxes 





in amounts arrived at in Phase II: In the 
equation at {[ 1.21 for the state tax involved: 


(A) The value of k is changed to (1 — j) 
pR, and, consequently, the value for 
m must be revised. 


(B) The term mS must be replaced by the 
expression mS — mR (P; — pC), 
in which P, is the tentative allow- 
able maximum amount of contri- 
butions, apportioned to the state, 
and Cyn is the amount of contribu- 
tions. 


Case (ec): If, in the case of state income 
taxes with graduated tax rates, the upper 
limit of an income bracket is exceeded by 
the taxable state net income as computed 
tentatively, but not reached by such income 
reduced by deductible taxes in amounts 
arrived at in Phase II: 


LET 


R, be the highest of the graduated tax 
rates employed in the computation 


of the tentative state tax; 

be the second highest of such rates; 
and 

be the part of the tentative taxable 


state net income subject to the rate 
Ri. 


THEN, in the equation at {1.21 for the 
state tax involved 


(A) The term k is changed to (pR:d), and, 
consequently, the values for k and 
m must be revised. 

(B) The term mS must be replaced by 


the expression mS—m (R:i— R:) 
P;. [The End] 


R: 


P, 


Mr. Schonberger holds the degrees of Dr. Juris, 
University of Prague, and M. S., Columbia Uni- 
versity. Formerly a tax consultant in Prague, 
he is the author of a book on Czech income taxes 


and of a number of articles on taxation 
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Brushaber v. Union Pacific 
Railroad Company 


Chief Justice White 
and the Income Tax 


Tax Classics e e by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 





&\7 ENGEANCE is mine; I will repay, 

saith the Lord,”’? a statement which 
might suggest that most spirited, self-reliant 
men are sinners. But the American credo 
of sportsmanship applauds the person who, 
sustaining a setback, subsequently returns 
to the same field and triumphantly reasserts 
his will against “them.” Thus it happens 
in fiction. Thus it is not so apt to happen 
in the more realistic realm of the Supreme 
Court. And that leads to the case of 
Edward Douglass White. More broadly, it 
leads to the case of Brushaber v. Union 


Pacific Railroad Company. 


As a Confederate soldier, White had 
learned to be a persistent fighter, to culti- 
vate patience (he was in a federal billy-o 
for many months following Vicksburg), and 
to dream of reversals of his defeats (though 
Pemberton never did defeat Grant). After 
he had exchanged the Stars and Bars for the 
Louisiana and federal bars, he achieved great 
legal distinction; for one thing, he “broke” 
the Louisiana State lottery. There were 
many decisive factors in the making of the 
man. “One of these, in addition to the 
favorable impression White had made on 
Cleveland, was his known championship of 
an income tax.”* An income tax cham- 
pion was what President Cleveland wanted, 
so in 1894 he designated White an Associ- 
ate Justice of the Supreme Court, an ap- 
pointment that proved “one of the most 
notable and significant events in the history 
of the national tribunal.”* Twenty-seven 
years later, White’s obituary stressed the 
fact that “he allowed wide scope to the 
taxing power of the nation.”° But first the 





1 Romans 12:19. 

? [1 ustc J 4] 240 U. S. 1 (1916). 

*Marie Carolyn Klinkhamer, Edward Doug- 
lass White, Chief Justice of the United States 
+. an University of America Press, 1943), 
Dp. 37. 

‘Walter Carleton Woodward, ‘‘Edward D. 
White,”’ in Famous Living Americans (Charles 
Webb & Company, 1915), p. 524. 

* The Nation, June 1, 1921, p. 781. 
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government’s income 
the Court’s blessing. 


tax had to have 


The first peacetime income tax law of this 
nation ° was held unconstitutional in 1895 in 
one of the most bitter intra-Court disputes 
in history.” “Mr. Justice White’s spirited 
dissent referred to ‘the most flagrantly un- 
just, unequal, and wrongful system of taxa- 
tion known to any civilized government’,” 
and warned of the “red spectre of revolu- 
tion [that] would shake our institutions to 
their foundations.”* The new Associate 
Justice was not the only one to feel this 
judicial setback keenly. ‘The income tax 
advocates felt sold out—there was even talk 
of abolishing or packing the Court.’ ® 


Then the Sixteenth Amendment author- 
ized an income tax other than on the basis 
of population, and the Tariff Act of 1913 im- 
posed such a tax. Frank R. Brushaber, a 
stockholder of the Union Pacific Railroad 
Company, filed a bill to enjoin the railroad 
from complying with the law. It was the 
Pollock case all over again. But now 
the Constitution had been amended. Now the 
persistent White was Chief Justice of the 
United States, and the old Confederate 
fighter triumphantly recovered the salient 
from which he had been driven twenty-one 
years earlier. On January 24, 1916, he read 
the Court’s opinion: 


oF | T IS CLEAR on the face of this [the 
Sixteenth Amendment] that it does 
not purport to confer power to levy income 
taxes in a generic sense,—an authority al- 
ready possessed and never questioned,—or 








6 But ‘‘income taxes in the United States date 
back to the colonial period.’’ Eric L. Kohler, 
Accounting Principles Underlying Federal In- 
come Taxes (A. W. Shaw Company, 1924), p. 5. 

1 Pollock v. Farmers’ Loan & Trust Company, 
157 U. S. 429 (1895). 

8 See ‘‘Tax Classics’’—III (March, 1948). 

®Roy G. and Gladys C. Blakey, ‘‘Founders 
and Builders of the Income Tax,’’ TAXES—The 
Tax Magazine, March, 1940, p. 144. 
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to limit and distinguish between one kind of 
income taxes and another, but that the 
whole purpose of the Amendment was to 
relieve all income taxes when imposed from 
apportionment from a consideration of the 
source whence the income was derived. In- 
deed, in the light of the history which we 
have given and of the decision in the Pol- 
lock Case, and the ground upon which the 
ruling in that case was based, there is no 
escape from the conclusion that the Amend- 
ment was drawn for the purpose of doing 
away for the future with the principle upon 
which the Pollock Case was decided; that 
is, of determining whether a tax on income 
was direct not by a consideration of 
the burden placed on the taxed income 
upon which it directly operated, but by 
taking into view the burden which resulted 
on the property from which the income was 
derived, since in express terms the Amend- 
ment provided that income taxes, from 
whatever source the income may be derived, 
shall not be subject to the regulation of 
apportionment.... 


“We come, then, to ascertain the merits 
of the many contentions made in the light 
of the Constitution as it now stands; that is 
to say, including within its terms the pro- 
visions of the 16th Amendment as correctly 
interpreted.... 


“So far as these numerous and minute, 
not to say in many respects hypercritical, 
contentions are based upon an assumed vio- 
lation of the uniformity clause, their want 
of legal merit is at once apparent, since it is 
settled that that clause exacts only a geo- 
graphical uniformity, and there is not a sem- 
blance of ground in any of the propositions 
for assuming that a violation of such uni- 
formity is complained of.... 


“So FAR as the due process clause of 

the 5th Amendment is relied upon, it 
suffices to say that there is no basis for such 
reliance, since it is equally well settled that 
such clause is not a limitation upon the tax- 
ing power conferred upon Congress by the 
Constitution; in other words, that the Con- 
stitution does not conflict with itself by 
conferring, upon the one hand, a taxing 
power, and taking the same power away, on 
the other, by the limitations of the due proc- 
ess clause. ... It is true that it is elaborately 
insisted that although there be no express 
constitutional provision prohibiting it, the 
progressive feature of the tax causes it to 
transcend the conception of all taxation and 
to be a mere arbitrary abuse of power which 
must be treated as wanting in due process. 
But the proposition disregards the fact that 


268 





a progressive tax was imposed by Congress, 
and that such authority was exerted in some, 
if not all, of the various income taxes en- 
acted prior to 1894 to which we have pre- 
viously adverted. . . . In this situation, it is, 
of course, superfluous to say that arguments 
as to the expediency of levying such taxes, 
or of the economic mistake or wrong in- 
volved in their imposition, are beyond judi- 
cial cognizance. Besides this demonstration 
of the want of merit in the contention based 
upon the progressive feature of the tax, the 
error in the others is equally well estab- 
lished either by prior decisions or by the 
adequate bases for classification which are 
apparent on the face of the assailed provi- 
sions; that is, the distinction between in- 
dividuals and corporations, the difference 
between various kinds of corporations, etc., 
etc.... In fact, comprehensively surveying 
all the contentions relied upon, aside from 
the erroneous construction of the Amend- 
ment which we have previously disposed of, 
we cannot escape the conclusion that they 
all rest upon the mistaken theory that al- 
though there be differences between the 
subjects taxed, to differently tax them trans- 
cends the limit of taxation and amounts toa 
want of due process, and that where a tax 
levied is believed by one who resists its 
enforcement to be wanting in wisdom and 
to operate injustice, from that fact in the 
nature of things there arises a want of due 
process of law and a resulting authority in 
the judiciary to exceed its powers and cor- 
rect what is assumed to be mistaken or 
unwise exertions by the legislative authority 
of its lawful powers, even although there 
be no semblance of warrant in the Consti- 
tution for so doing. 


“We have not referred to a contention 
that because certain administrative powers 
to enforce the act were conferred by the 
statute upon the Secretary of the Treasury, 
therefore it was void as unwarrantedly dele- 
gating legislative authority, because we 
think to state the proposition is to answer it.” 


T HE STORY was good for only a page 5 
column in the following day’s New York 
Times,” which declared: “Income Tax Up- 
held in Broad Decision. Supreme Court 
Unanimously Against All Contentions of Un- 
constitutionality. Congress Leaders, Pleased 
by Decision, Will Now Amend the Law to 
Obtain Revenue for Defense.” The piece 
continued: “ ‘The Supreme Court’s decision 
has unfettered the income tax as a source 





10 But White himself rated page 1 when he 
died. (New York Times, May 19, 1921.) 
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of revenue,’ said Representative Cordell 
Hull of Tennessee, author of the law.” And 
Uncle Sam needed the funds. “The income 
tax provisions of thé Tariff Act ... estab- 
lished a solid basis upon which national 
finances could rest securely during the days 
of stress that followed the outbreak of war 
in Europe.” ” 


In barely a week’s time, the Treasury 
rushed out a lower-case ruling that the “in- 
come tax provisions of the tariff act of 
October 3, 1913, are held to be constitu- 
tional. The authority conferred upon 
Congress by the constitution to lay and 
collect taxes, duties, imposts and excises is 
exhaustive and embraces every conceivable 
power of taxation.” The Journal of Ac- 
countancy ventured to comment that “Con- 
gress may and probably will alter the law 
in some details, and even modify some of 
the principles employed for its enactment.” * 
The following year, in the first of his long 
series of tax manuals, Robert H. Mont- 
gomery hazarded the opinion that “In all 
probability, the tax on income will be a 
permanent source of revenue in the United 
States.” ™* 


“The Brushaber case,” said the Harvard 
Law School dean, “sustained the income 
tax imposed under the Sixteenth Amend- 
ment. It is well worth reading by way of 
background, if only for the impression of 
the petty points which industrious lawyers 
were able to raise to the dignity of con- 
stitutional law.” * Brushaber’s bill had al- 
leged twenty-one constitutional objections, 
which the Court “then proceeded to brush 
aside with greater ease than persuasiveness 

. and upheld the validity of the 1913 law 
as a whole.” But the decision has with- 
stood the test of time. “From the constitu- 
tional viewpoint the income tax has been 
treated with remarkable kindness since the 
1913 Act was upheld.”™ “In fact, with the 
single exception of Etsner v. Macomber, 
there has been no provision of the income 


_—. 


"Charles Seymour, Editor, The Intimate Pa- 
pers of Colonel House (Houghton Mifflin Com- 
pany, 1926), Vol. I, p. 173. 

2 T, D. 2290. 

* “Income Tax Department’’ (edited by John 
B. Niven), March, 1916, p. 219. 

“Income Tax Procedure, 1917 (Ronald Press 
Company, 1917), p. 1. 

% Erwin N. Griswold, Cases and Materials on 
F ey Taxation (Foundation Press, Inc., 1941), 
Pp. 342. 

* Roswell Magill, Taxable Income (Ronald 
Press Company, 1945), p. 348. 

“Randolph E. Paul, Taxation for Prosperity 
(Bobbs-Merrill Company, 1947), p. 209. 
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tax statute adopted since the Sixteenth 
Amendment which has been held unconsti- 
tutional.” * 


N EISNER v. MACOMBER; it was held 

that the Sixteenth Amendment “did not 
extend the taxing power to new subjects, 
but merely removed the necessity which 
otherwise might exist for an apportionment 
among the states of taxes laid on incomes. 
Brushaber v. Union Pacific R. R. Co.”™ The 
amendment “does not extend the taxing 
power to new or excepted subjects, but 
merely removes all occasion, which otherwise 
might exist, for an apportionment among 
the states of taxes laid on income, whether 
it be derived from one source or another. 
Brushaber v. Union Pacific R. R. Co.”™ “The 
effect of the 16th Amendment was not to 
grant power to tax incomes because that 
power it always had. It was adopted to 
meet the decision of the United States Su- 
preme Court in Pollock v. Farmers’ Loan & 
Trust Co. ... that decision having declared 
the act of 1894 unconstitutional not because 
Congress had no power to tax income, but 
because, so far as the act of 1894 operated 
to tax incomes derived from property, either 
real or personal, it was considered a direct 
tax, which, under the provisions of ... 
the Constitution, would require apportion- 
ment. This was clearly pointed out by the 
Supreme Court in Brushaber v. Union Pacific 
Railroad Co.” But in “Brushaber v. Union 
Pacific R. R. Co. . . . it was held in effect 
that the constitutional amendment which 
authorized the levy of an income tax made 
it immaterial whether it was a direct or in- 
direct tax.” * 


T HE TARIFF ACT of 1913 was passed 
in October, but covered income for the 
whole year, including income earned before 
the law was passed. Nonetheless, “Retro- 
activity alone of a taxing statute is not 
sufficient to bring the law into conflict with 
the Federal Constitution . . . Brushaber v. 
Union Pacific Railroad Co.” * 





18 Jacob Mertens, Jr., The Law of Federal 
Income Taxation (Callaghan and Company, 
1942), Vol. I, p. 124. 


19 See ‘‘Tax Classics’’—II (February, 1948). 

20 [1 ustc J 32] 252 U. S. 189 (1920). 

2 William E. Peck & Company, Inc. v. Lowe 
{1 ustc J 18], 247 U. S. 165 (1918). 

2 Kerbaugh-Empire Company v. Bowers [1924 
CCH { 3043], 300 F. 9388 (DC N. Y., 1924); 
aff'd [1 ustc § 174] 271 U. S. 170 (1926). 

23 Manufacturers Trust Company v. U. 8. [40-1 
ustc { 9368], 32 F. Supp. 289 (Ct. Cls., 1940). 

% Estate of John H. Wheeler [CCH Dec. 
13,005], 1 TC 640 (1943). 
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In the determined Red hunt occurring in 
present-day Washington, Congress unac- 
countably has overlooked Public Suspect 
Number One. In 1848, the capitalist world 
was warned: “The proletariat will use its 
political supremacy, to wrest, by degrees, 
all capital from the bourgeoisie . . . These 
measures will of course be different in dif- 
ferent countries. Nevertheless in the most 
advanced countries the following will be 
pretty generally applicable A heavy 
progressive or graduated income tax.” * And 





23 Karl Marx and Friedrich Engels, Communist 
Manifesto (Charles H. Kerr & Company, 1912), 
p. 40. 


Engels later wrote that the revolution would 
take the direction of “1. Restriction of pri- 
vate property by progressive taxes.” * Since 
the income tax is thus a tool to bring about 
Communism, the providers of this dread tool 
—Congress—must share equal responsibility 
with Marx and Engels for the potential at- 
tainment of that objective. [The End] 


* Grundsitze des Kommunismus (Buchhand- 
lung Vorwarts Paul Singer G. m. b. h., 1914), 
p. 24. 








ACQ. AND NON-ACQ.—Continued from page 178 





losses [i. e., the recognized losses from such 
sales, exchanges, etc.], such gains and losses 
shall not be considered as gains and losses 
from sales or exchanges of capital assets.” 
Thus, it is primarily and most specifically 
Section 117(j) which provides that the ex- 
cess of the losses of the X Corporation on 
the sale of its building and machinery and 
equipment over its gain from the sale of its 
land shall not be considered as a net loss 
from the sale of capital assets and subject to 
the limitations on such a loss—although, of 
course, Section 117(a) also excludes the 
properties in question from the definition of 
capital assets. Therefore, a correct state- 
ment would be not that Section 117(j) does 
not apply, but rather that it does apply in 
such manner as to result in the treatment 


of gains and losses on the sales of the land, 
building, equipment and machinery as not 
gains and losses with respect to capital assets. 


I think you are entirely right in stating 
that the limitation of Section 122(d)(5) does 
not apply to a corporation. I have no com- 
ment on your suggestion about the successor 
corporation, as I have not looked into that 
question. 


All of the above is given merely as a 
matter of interest and, as I said at first, I 
think your answers are correct in result. 
But whether the CPA examiners would give 
you a mark of 100 or reduce it because of 
what I consider incorrect statements, I would 
not venture to say. 

HEnry D. CostIcAN 
SAN FRANCISCO 





ILLEGAL AND UNLAWFUL GAINS—Continued from page 222 | 





Both the Board of Tax Appeals and the 
Circuit Court found that the deduction was 
not a “bad debt.” The court also held that 
it could not be deducted as a loss or as 
“an ordinary and necessary business ex- 
pense,” on the general ground of public policy. 

The dictum of the Circuit Court was as 
follows: 


“We think it tolerably safe to say that 
torts which are also violative of the criminal 
statutes may not furnish the basis of deduc- 
tion. We have found no case which 
permits a taxpayer to successfully claim a 
deduction based on a sum which said tax- 
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payer has paid the Government by way of 
damages which arose from a fraudulent 
transaction which the said taxpayer per- 
petrated upon the Government. 


“cr 


The fact that the instant judgment was 
for damages arising out of a tort against the 
Government, distinguishes it from cases where 
the damages arise out of a tort against an 
individual. Add to this the distinguishing 
fact that the tort in this case arises out of 
bribery and not a lesser degree tort, like a 
negligence, we can more readily see the 
necessity of applying the defense of ‘against 
public policy’.” [The End] 
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American University Institutes 


Current Issues in Federal Taxation. The 
American University Tax Institute Lec- 
tures, Volume 1. Dr. Fritz Karl Mann, 
Editor. Matthew Bender & Company, Inc., 
109 State Street, Albany 1, New York. 
1948. 449 pages. $10. 


The lectures delivered at the Second 
and Third Annual Institutes on Federal 
Taxation sponsored by the American Uni- 
versity, Washington, D. C., are now avail- 
able in printed form. The papers, which 
have been reviewed by the original lecturers 
and revised and supplemented in the light 
of current developments, offer opportunities 
for deeper tax knowledge in special situa- 
tions confusing to already well-informed 
tax practitioners. The volume has been 
edited by the director of the institutes, 
Dr. Fritz Karl Mann, professor of public 
finance at the American University. 


Current Issues in Federal Taxation con- 
tains the following articles: 


(1) “Tax-Free Corporate Exchanges (Sec- 
tion 112 I. R. C.),” by Harry Friedman 
and J. Louis Monarch, discusses alternatives 
of business reorganization and their effect 
on tax obligations. When two forms of 
a transaction can be used as means to the 
same end, good business judgment dictates 
that the taxpayer select the form which 
involves the lesser tax. Specific criteria 
of a tax-free transaction are examined in 
detail. The business executive as well as 
the investor is made aware of those situa- 
tions in which no relief is to be derived 
from the reorganization sections of the 
Code. The “continuity of interest” doctrine 
is given particular attention. 

(2) “Sale, Purchase and Reorganization 
of a Business,” by Abraham Lowenhaupt, 
considers the usually conflicting problems 
of the purchaser and the seller and, in 
reorganizations, the frequently conflicting 
Problems of the owner and the successor 
corporation. 

(3) “Corporate Distributions,” by C. 
Rudolph Peterson and James Craig Pea- 
cock, surveys the various types of corporate 


Books . . . Articles 


earnings and profits which constitute the 
source of taxable dividends, as contrasted 
with other types of distributions. 


(4) “Improper Accumulation of Surplus 
(Section 102 I. R. C.),” by Clarence E. 
Dawson, is an aid to understanding the 
circumstances under which an accumula- 
tion is to be considered as satisfying the 
“reasonable needs of the business.” Large 
loans to stockholders and the investment 
of surplus fund's in securities or property 
related to the business are discussed in 
the light of Section 102. 


(5) “The Lawyer’s Task in Giving Advice 
as to the Current Dividend Policy in View 
of Section 102 I. R. C.” summarizes the 
experience of Robert N. Miller, a leading 
expert in corporate taxation, in advising 
clients on the signifiance of Section 102 
for current dividend policy. He warns his 
colleagues against harming their clients in 
one of two ways: advising them either 
that nondistribution is reasonably safe 
when it is not, or that distribution is re- 
quired when 102 does not force distribution 
and the business needs the retention. 


(6) “An Objective Approach to Capital 
Gains and Losses,” by William Herbert 
Danne, is an experienced accountant’s re- 
view of the evolution of the law. 


(7) “Claims for Refund,” by C. Rudolf 
Peterson and Albert E. James, states that 
a successful tax recovery depends on 
thorough preparation of the various steps 
in making a claim. The claim for refund 
should be drawn as carefully as the legal 
pleadings will be if the case reaches that 
stage. 


(8) Harold T. Swartz and Joseph G. 
Blandi, through their experience with al- 
most 10,000 employee-benefit plans covering 
approximately 3,700,000 employees, are able 
to offer many hints on “How to Establish 
Pension, Annuity and Profit-Sharing Plans.” 
Careful consideration is given to those pro- 
visions of the law and Regulations which 
prevent discrimination in contributions or 
benefits in favor of officers, shareholders 
and supervisory or highly compensated 
employees. 
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(9) In “Some Recent Developments in 
Section 722 Cases,” two members of the 
Excess Profits Tax Council, Henry T. 
Donnelly and R. C. Hall, comment on 
rulings issued by the Council and on recent 
Tax Court decisions and their significance 
from the point of view of accountancy, 
law and economics. 


(10) “Income Tax Consequences of Sepa- 
ration and Divorce” are explained here by 
Norman A. Sugarman and Carolyn E. 
Agger, with comparative work-out figures, 
and with advice tempered by regard for 
the intangibles in such situations. 


(11) “Tax Problems Involved in Divorce, 
Marriage and Other Family Relationships” 
are explored by Richard E. Barker. The 
article analyzes the conditions under which 
the husband who divorces his wife is en- 
titled to deduct payments to her from his 
gross income. 


(12) Herbert H. Allan considers the in- 
come tax benefits resulting from marriage 
and the limitations of tax avoidance by 
means of family transactions in “Certain 
Income Tax Questions Related to Marriage 
and Divorce.” 


(13) “Fraud in Tax Matters” is discussed 
here by two experts, Meyer Rothwacks and 
Howard H. Rutan, of the Department of 
Justice and the Bureau of Internal Revenue, 
respectively. 


(14) “Preparation and Trial of Cases in 
the Tax Court of the United States,” by 
Frank J. Albus and Logan Morris, briefs 
the lawyer on what to do if his case must 
go to the Tax Court. 


(15) “United States Tax Treaties and 
Credit for Foreign Taxes” is an interpreta- 
tion of the differences in the concepts and 
principles of tax legislation in the United 
States and in foreign countries. It is the 
work of two well-known Bureau experts, 
Eldon P. King and Peter J. Mitchell. 


Stock Values and Yields 


Stock Values and Yields for 1949 State 
Tax Purposes. Commerce Clearing House, 
Inc., 214 North Michigan Avenue, Chicago 
1, Illinois. 1949. 159 pages. Single copies 
$1; ten copies $9; twenty-five copies $22. 

This book, issued as a supplement to 
the CCH Strate TAx Reports, presents a 
comprehensive table of values and yields 
of listed or regularly quoted stocks, for 
use in the preparation of state and local 
personal property tax returns and state in- 
come tax returns. The values presented are 
as of January 1, 1949, and therefore true 
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also as of December 31, 1948. The yields 
are the dividends paid during the calendar 
year 1948. 

The values, while subject to slight ad- 
justment by tax officials in debatable in- 
stances, are prima facie valid for use in 
preparing any ad valorem tax return of any 
state on the basis of actual values as of 
January 1, 1949. Dividend yields are based 
upon the definite record of payments made 
during the year 1948, subject to revision in 
the light of any subsequently disclosed 
action. All known special cases involving 
liquidating or stock dividends are explained 
in footnotes. 


In all instances where both a value and 
a yield are available, both are reproduced; 
and where it is certain that no dividend 
was paid, that fact is indicated. Values 
from Canadian stock exchanges and yields 
payable in Canadian funds are shown by 
the addition of the letter “c” to the figures. 


British Income Tax 


Third Cumulative Supplement to The 
Law of Income Tax. E. M. Konstam. 
Stevens Sons, Ltd., 119-120 Chancery Lane, 
London, England. Tenth Edition, 1948. 
128 pages. 8s6d. net.* 


To Americans who have relied chiefly 
upon charts to obtain information of 
British tax law, this book, modeled on the 
general lines of a standard compilation of 
law, comes as a welcome relief. It contains 
the provisions of the Finance Acts of 1946, 
1947 and 1948, supplemented by the regula- 
tions of the Commissioners of Inland 
Revenue, by a note on the Crown Proceed- 
ings Act of 1947, and by important tax 
decisions reported up to November, 1948. 


One criticism may be ventured, however: 
For those with but a sketchy knowledge 
of British tax law, the usefulness of the 
book would be greatly increased by the 
addition of an introduction. 


Renegotiation 


The Renegotiation of War Profits. Rich- 
ards C. Osborn. Bureau of Economic and 
Business Research, University of Illinois. 
Urbana, Illinois. 1948. 112 pages. 


Bulletin 67 in the series of studies under- 
taken by the Bureau of Business Research 
of the University of Illinois selects as its 
general subject the renegotiation of war 





* This book may be obtained through Cars- 
well Company, Ltd.. 145-149 Adelaide Street 
West, Toronto, Canada. 
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profits in World War II and as its specific 
problem the role of the Department of 
War in the renegotiation of fixed-price 
contracts. 

The question, as it is posed here, is this: 
How can adequate profit control be pro- 
vided together with sufficient inducement 
to industry to strive for maximum pro- 
duction ? 


To this question, the author believes, re- 
negotiation furnished the most satisfactory 
answer of any offered during the war period. 


“Future invesitgations on the subject of 
the profits arising from World War II will 
disclose that the profits retained by war 
contractors were high in relation 
to prewar income and in comparison with 
net worth. In but relatively few instances, 
however, will they be considered unreason- 
ably high, even considering hidden profits, 
when the type of job accomplished is taken 
into account. War is wasteful, and all 
factors involved should receive increased 
rewards. 


“The general public does not ordinarily 
express itself specifically; instead, it be- 
stows a general approval or disapproval. 
Because of this attitude the specific and 
technical errors of price control and re- 
negotiation will be forgotten. The princi- 
pal factor remembered will be that, through 
contract provisions, price ceilings, excess 
profits taxes, high personal income taxes, 
and renegotiation, the major excessive profits 
on war business were removed. Therefore, 
renegotiation as one of the profit-control 
methods employed in World War II will 


probably be accepted as _ outstandingly 
successful.” 

State Expenditures 

Recent Trends in State Expenditures 
1942-1947. Tax Foundation, Inc., 30 Rock- 


efeller Plaza, New York 20, New York. 
1948. 76 pages. 


This study, Project Note No. 24 in the 
Tax Foundation series, analyzes the trends 





of major state expenditures, and demon- 
Strates ratios of increase and factors in- 
fluencing the trends and variations in 
spending among the states. The following 
are among the most significant facts re- 
vealed by the study: 


(1) The five-year period 1942-1947 
brought a forty-five per cent rise in 
total state expenditures. This rise com- 
pares with a forty-eight per cent increase 
in total revenues for the same period. 


(2) In 1947, however, the upward trend 
in expenditures greatly exceeded the similar 
trend in revenues. Outgo for fiscal 1947 
was twenty-nine per cent higher than that 
for 1946, and nearly equaled the two-year 
gain of thirty-two per cent in tax revenue 


for 1946 and 1947. 


(3) The principal causes of higher ex- 
penditures were higher salaries, especially 
for teachers, increased costs of supplies and 
heavier demands for capital outlay. 


(4) Total state expenditures for school 
operation and school aid to local units rose 
fifty-five per cent from 1942 to 1947. 
Southern states showed the highest gains, 
six of them registering increases of over 
100 per cent. This trend has made its 
sharpest progress in the last two years. 


(5) Expenditures for public welfare repre- 
sented twenty per cent of the total state 
outgo in 1947 and amounted to $1.3 billion. 
Highway expenditures increased forty per 
cent from 1942 to 1947. Public health 
operation expenditure, which increased 
ninety-four per cent for the same period, 
represents the highest increase of any major 
state operation expenditure. Recreation was 
second, with eighty-one per cent. 


(6) Southern states showed the greatest 
per capita increase in the costs of state 
government, a gain of $15.48 over 1942-1947. 
This was more than twice the $7.22 gain 
of the Northeastern states. As a result, 
the Southern average of $44.65 in 1947 was 
only $3.63 below the national average, and 
wide regional discrepancies can no longer 
be said to exist. 


—.- $ 

















an intensive self-education in mathematics. 
In 1935 he came to Washington to take a 
job as messenger in the Department of Agri- 
culture, and eighteen months later he trans- 
ferred to the position of junior clerk in the 
Statistical Division of the Bureau of Inter- 
nal Revenue—the division of which he is 
now chief. 


Poll Taxes 


Some 341 years after Lady Godiva trotted 
about the streets of Coventry in protest 
against the high taxes her husband was 
exacting from the residents of the city, Wat 
Tyler led a revolt in London in protest against 
the newly enacted poll tax, the proceeds of 
which were needed to finance one of England's 
wars. Apparently the only effects of these 
two protests were that Tom, the Coventry 
tailor, lost his eyesight and that the revo- 
lution was suppressed, Wat losing his head. 


Present-day condemnation of poll taxes, 
while not culminating, in a revolution, is 
nonetheless vehement. Popular conception 
has it that the tax was designed to withhold 
the right of suffrage from certain minorities 
in certain states of the Union. It is not 
widely known that forty states levy poll 
taxes. In Pennsylvania recently, through 
court action, the poll tax of both a husband 
and his wife was collected from the wages 
of the husband. In Wyoming the Attorney 
General has just ruled that the employer of 
a person delinquent in his poll tax is liable 
for the employee’s tax, and that the em- 
plover must furnish the assessor a list of the 
names and number of employees whenever 
new employees are hired. 


In dollars collected, this tax is not a ter- 
rific producer of income. It yielded but 
$7,678,465 in 1947. Connecticut receives from 
this tax the largest sum of any state, 
$2,225,000. 


The role the poll tax plays in the present- 
day political drama is that seven states re- 
quire payment of the tax as a prerequisite 
of voting, thus burdening the exercise of the 
franchise. The following bills introduced 
in the Congress are aimed at eliminating this 
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requirement for federal elections: Senate 
Bills 97 and 119; and House Bills 7, 117, 
364 and 383. 


New Law Review 


The first issue of the South Carolina Law 
Quarterly bears the date line September, 
1948. It is a joint effort of the South Caro- 
lina Bar Association and of the faculty and 
students of the University of South Carolina 
School of Law. In this first issue is an 
interesting article by Abbott M. Sellers, 
Attorney in Charge, Compromise Section, Tax 
Division, Department of Justice, under the 
title “Disposing of Tax Litigation Extra- 
Judicially.” Mr. Sellers makes the point that 
the Tax Division cannot make the offers, but 
that it does maintain a receptive attitude 
toward any bona fide proposals to dispose 
of tax cases out of court. 


Colored Gasoline 


Mississippi residents who are found with 
mahogany-colored gasoline in their cars are 
inviting a fine of $25. Mahogany is the color 
of tax-refund gasoline, which the farmer can 
buy for use in his machinery on the farm, 
but which cannot be used in a vehicle driven 
on the highways. Mr. Conlon, the director 
of the Federation of Tax Administrators, 
says that the idea of tinting tax-refund gaso- 
line a special color originated in Canada as 
a means of curbing the illegal use of tax- 
free gasoline. New Mexico also has adopted 
the practice. When a purchaser buys gaso- 
line subject to tax refund because of its 
intended use, the seller colors it. From time 
to time investigations are made by tax offi- 
cials, who take samples of gasoline from 
the pleasure cars of the purchasers of tax- 
free gasoline. If the color of the gasoline 
in the tank of the car is mahogany, the car 
owner’s face is likely to be about the same 
color. In Mississippi, at least, several car 
owners have been fined. 


New Tax Base 


It has been reported that a tax on bap- 
tisms is being levied in Poland. 


ee 
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SUPREME COURT 


Lien for taxes: Property seized before 
institution of bankruptcy proceedings: Pro- 
ceeds of sale through trustee in bankruptcy. 
—The collector had seized property of the 
taxpayer prior to the time a petition in bank- 
ruptcy was filed. Accordingly, the provi- 
sions of the Bankruptcy Act determining 
priority in payment of claims had no applica- 
tion. When he turned the property over to 
the trustee in bankruptcy for sale, the col- 
lector was entitled to claim the proceeds 
as against wage claimants.—George T. Gog- 
gin, Trustee in Bankruptcy of the Estate of 
Kessco Engineering Corporation, Petitioner v. 
D:v'sion of Labor Law Enforcement, State of 
Californa, Statutory Assignee of Certain 
Prior Wage Claimants, 49-1 ustc § 9142. 


Property: Liability of interstate carrier by 
water.—State and local ad valorem taxes, 
levied under assessments based on the ratio 
between the total number of miles of the 
taxpayers’ water route in Louisiana and the 
total number of miles of the entire route, 
(do not violate the due process or commerce 
clauses of the United States Constitution. 


Interstate commerce can be made to pay 
its way by bearing a nondiscriminatory 
share of the tax burden which each state 
may impose on activities or property within 
its borders, and there is no reason for plac- 
ing water transportation on a different con- 
stitutional footing from other interstate 
enterprises.—Olt v. Mississippi Valley Barge 
Line Company et al.,2 CCH State TAX CAsEs 
Reports § 200-031. 


APPELLATE AND LOWER COURTS 


Gross income: Definition: Who is tax- 
payer: Stock ownership.—AIthough the tax- 
Payer executed an assignment form which 
recited that he had transferred corporate 
stock to his wife, it was found that he re- 
mained the real owner of the stock. A gain 
realized on sale of the corporation’s assets 


Interpretations 


was gain to the taxpayer. It followed that 
when the corporate business was taken over 
by a partnership composed of the taxpayer, 
his wife and another stockholder, the wife’s 
capital contribution to the partnership was 
not based on the stock purportedly given to 
her by the taxpayer.—CA-6. William A. 
Boyd and Mark Allen, Petitioners v. Commis- 
sioner of Internal Revenue, Respondent, 49-1 
ustc § 9151. 


Deductions: Partners and partnerships: 
Legal expenses.—Legal expenses incurred 
by the taxpayer in a suit brought against him 
by his partner, alleging misconduct in oper- 
ating the partnership and failure to account 
for profits, were deductible —CA-6. Andrew 
Siarto, Petitioner v. Commissioner of Internal 
Revenue, Respondent, 49-1 ustc § 9152. 


Deductions: Expenses: Sales and other 
functions compensated at slightly above 
comparable sales commissions.—Where the 
evidence showed that officers of the tax- 
payer performed multiple sales and man- 
agerial functions, so that it was not 
necessary to employ additional credit, ad- 
vertising, purchasing, employment or design 
engineering personnel, but that the salaries 
paid were only slightly above the amounts 
paid the salesmen of competing companies, 
the Tax Court’s action in disallowing sub- 
stantial portions of the salaries was not 
supported by the evidence.—CA-6. Wright- 
Bernet, Inc., Petitioner v. Commissioner of 
Internal Revenue, Respondent, 49-1  vustc 
§ 9154. 


Estate tax: Transfer with income and 
power retained not taxable in absence of 
ownership: Estate settlement agreement.— 
The decedent was devised a life interest in 
one third of the estate of her husband, who 
predeceased her, with the balance to be 
divided between their two children. She 
contended, however, that under applicable 
Nebraska law she was entitled to full owner- 
ship of the one third of the estate. Pursuant 
to a compromise settlement agreement, she 
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executed, in 1893, a trust agreement with 
respect to the one third of the estate. She 
reserved a life income coupled with a re- 
stricted power of appointment, exercisable 
in favor of lineal ancestors of herself and 
her husband. Subsequently, the Nebraska 
Supreme Court decided that a widow was 
entitled only to a dower right of a life 
interest in one third of her husband’s estate. 
The decedent died in 1943 without having 
exercised the power, and the property passed 
to the children in default of exercise. The 
decedent was held never to have owned the 
property which was the subject of the 
compromise settlement. She was entitled to 
a life interest in this property only by in- 
heritance, and anything more that she re- 
ceived was received by virtue of the 
settlement agreement. Therefore, the value 
of the remainders passing to the children 
was not includible in the decedent’s estate 
under Code Section 811 (d) (2), despite the 
Tax Court’s determination ‘otherwise.— 
CA-8. Estate of Mary M. Reed, Deceased. 
United States National Bank of Omaha, 
Nebraska, Executor, Petitioner v. Commis- 
sioner of Internal Revenue, Respondent, 49-1 
ustc { 10,704. 


Determination of gain or loss: Earnings 
as basis for evaluating stock.—The fair mar- 
ket value of common stock inherited from 
a decedent was computed by capitalizing 
earnings attributable to intangible assets of 
the corporation and adding thereto the net 
worth of the tangible assets, the earnings 
attributable to the intangibles being ascer- 
tained by subtracting from earnings during 
a base period the normal anticipated yield 
of working capital. It was proper to use 
the average of a five-year over-all earnings 
base, rather than the record-breaking earn- 
ings of the fiscal year preceding the de- 
cedent’s death, where such excessive earnings 
were attributable to nonrecurrent factors. 
Such abnormal earnings properly were ad- 
justed downward for purpose of inclusion 
in the averaged base earnings.—DC Conn. 
Edward Plaut v. Thomas S. Smith, Collector 
of Internal Revenue, 49-1 ustc J 9145. 


Determination of gain or loss: Valuation 
of assets for state inheritance tax purposes. 
—Where the Commissioner’s evaluation of 
common stock, which the taxpayer had ac- 
quired from a decedent, reflected discounted 
values for several categories of assets, in ac- 
cordance with an appraisal made for state in- 
heritance tax purposes, the court held that 
although evidence taken in connection with 
such appraisal was hearsay in the instant 
proceedings, such evidence was more re- 
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liable than ledger values standing unad- 
justed on the books of the corporation.— 


DC Conn. Ibid. 


Basis for gain or loss: Stock acquired 
from decedent: Valuation: Earnings from 
tangible assets of corporation.—In ascertain- 
ing the earnings produced by tangible assets 
of a corporation, whose stock the taxpayer had 
inherited, as a preliminary step in evalu- 
ating the stock, it was error to include as 
productive assets the accounts receivable 
without offset for accounts payable and the 
cash without offset for accrued interest and 
“sundry creditors.,—DC Conn. I[bid. 


Suit for refund: Taxpayer’s complaint 
amended to include refund claim filed less 
than six months prior to filing of original 
complaint.—A taxpayer who brought suit 
in April, 1947, for refund of excessive income 
taxes for the year 1943, and, in December, 
1947, amended his complaint to seek refund 
of an additional assessment for 1943 for 
which he had dled a refund claim in March, 
1947, recovered judgment in the total amount 
sought, even though suit for refund may 
not be brought until six months after the 
claim for refund has been filed. The doc- 
trine that an amendment to a complaint 
relates back to the date of filing the original 
complaint was not designed to work injustice 
to the party seeking to amend, and was not 
applied here to defeat the taxpayer’s re- 
covery on the refund claim filed in March, 
1947, which was less than six months prior 
to the filing of the original complaint but 
more than six months prior to the filing of 
the amendment, there having been ample 
opportunity for administrative determination 
of the claim—DC Ill. John M. Gerrard, 
Plaintiff v. Nigel D. Campbell, Individually 
and as Collector of Internal Revenue, Defend- 
ant, 49-1 ustc { 9144. 


Penalties: Willful failure to report income. 
—A taxpayer who failed to report the re- 
ceipt of nearly $11,0C0 in 1941 from the 
sale of raw gravel was guilty of willfully 
attempting to evade income taxes, even 
though he contended that he had not con- 
sidered the transaction as completed in 1941 
and had instructed his company’s accountant 
not to record the transaction on the books 
of the company because he felt that the 
land from which the gravel had been taken 
belonged to him and not to the company. 
The taxpayer had also failed to report a 
substantial condemnation award and had not 
revealed the transactions to the revenue 
agent until learning that an investigation 
was under way. The trial judge having 
found that the evidence of good faith did not 
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refute the inference of willful intent, the 
appellate court would not weigh the conflict 
in the evidence—DC Mich. Dewey D. 
Battjes, Appellant v. United States of America, 
Appellee, 49-1 ustc J 9149. 


Capital gains and losses: Sale of raw 
gravel.—Sale of raw (nonprocessed) gravel 
by the cubic yard, from the same tract of 
land from which processed gravel was taken, 
washed and graded, was not the sale of 
gravel in place, so as to constitute the sale 
of a capital asset, but was the sale of prop- 
erty held for sale to customers in the ordi- 
nary course of the taxpayer’s trade or 
business—DC Mich. Ibid. 


Estates and trusts: Undistributed net in- 
come: Multiple trusts created by residuary 
clause of will—A will which provided that 
the testatrix’s residuary estate was to be 
held in trust for her eight nieces and 
nephews, and that the trust property was 
to be managed as a unit, was construed 
to create eight separate trusts, so that the 
Commissioner erred in assessing income tax 
deficiencies on the theory that the will 
created only one trust and that there was, 
consequently, undistributed net income. The 
use of the word “trusts” in the will, and the 
varying provisions regarding termination 
and final disposition of the interests of the 
nieces and nephews, were held to indicate 
an intent to create multiple trusts.—DC Mo. 
George W. Lane and William S. Bedal, 
Trustees under the Will of Sarah L. G. Wilson, 
Deceased, Plaintiffs v. United States of 
America, Defendant, 49-1 ustc § 9143. 


Deductions: Bad debts: Bonds exchanged 
for stock in 1936 Section 77B reorganiza- 
tion—The taxpayers in 1936 exchanged 
bonds for stock in connection with a Section 
77B reorganization and in their returns for 
that year claimed bad debt deductions, 
measured by the difference between their 
cost basis for the bonds and the par value 
of the stock received in exchange. Subse- 
quently, the taxpayers refused to execute 
closing agreements for 1936, paid the tax 
and filed claims for refund. The position so 
taken was not thereafter abandoned. It was 
held that under such circumstances the pro- 
visions of both Code Section 112(1)(2)(B) 
and the Regulations (which require that 
the position of taxpayer as to recognition 
of gain or loss be “formally maintained” in 
areturn, claim for refund, court proceeding 
or otherwise) were satisfied, and that the 
taxpayers were entitled to the bad debt 
deductions for the partial worthlessness of 
the bonds in 1936. Par value was fair value 
of the securities received —DC Pa. M. L. 


Interpretations 


Benedum, Plaintiff v. Stanley Granger, Col- 
lector of Internal Revenue, Defendant, 49-1 
ustc { 9147. 


Credits of corporations: Contract with 
bondholders’ committee requiring earnings 
and profits to be applied in discharge of 
indebtedness.—Under the provisions of Sec- 
tion 26(c)(2) of the Revenue Act of 1936, a 
corporation was entitled to a credit in com- 
puting its undistributed profits surtax for 
1937 to the extent of the amount which it 
paid on its indebtedness in 1937 pursuant 
to an agreement with a bondholders’ pro- 
tective committee and a trust indenture se- 
curing the corporation’s indebtedness. Both 
the agreement and the trust deed were 
executed prior to May 1, 1936, and both pro- 
vided for payment, out of the corporation’s 
1937 income, of the corporation’s debts in- 
curred prior to May 1, 1936—DC Wis. 
Connor Lumber and Land Company, a Wis- 
consin Corporation, Plaintiff v. United States 
of America, Defendant, 49-1 ustc J 9140. 


STATE COURTS 


Apportionment statute: Constitutionality. 
—The decedent’s will provided that certain 
gifts be “free... of... taxes of all kinds 

. . including inheritance and federal estate 
taxes” and that they be paid “from the other 
gifts made in this will.” This did not alter 
the method of charging the taxes but merely 
placed the burden on the other beneficiaries, 
since the will did not contain a general pro- 
vision against apportionment of the tax. 
The act providing for apportionment does 
not contravene the state constitutional pro- 
vision that there be only one subject in an 
act and that the subject be in the title, 
since apportionment of the tax is not a sub- 
ject separate from the tax but a part of 
it, and relates only to the method of pay- 
ment. Neither does it contravene the federal 
constitutional provision requiring uniformity 
of taxation. The provision for apportion- 
ment applies to all beneficiaries, and vari- 
ance in its application is due to the graduated 
tax under the taxing statute —Calif. Estate 
of H. H. Welsh, Deceased. John K. Griffin 
et al. as Executors, etc., Petitioners and Ap- 
pellants v. Edward L. Kellas et al., Contestants 
and Appellants; Regents of the University of 
California et al., Respondents, CCH INHERIT- 
ANCE ESTATE AND Girt Tax Reports J 16,371. 





Initial taxes: Doing business.—Section 
494.9 of the Iowa Code, which provides that 
no foreign corporation shall maintain any 
action in Iowa upon any contract made by 
it in that state, unless prior to the making 
of such contract it has procured a permit 
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to transact business in Iowa, does not apply 
to a foreign corporation engaged in inter- 
state commerce, since such restriction would 
cause a burden on interstate transactions.— 


la. Stokely-Van Camp Inc. v. Hackert. 


Massachusetts income taxes: Gain or loss: 
Determination of value.—Trustees of a rev- 
ocable trust sold certain intangible property, 
some of which had been transferred to the 
trust by the donor upon the establishment 
of the trust and the remainder of which had 
been acquired by the trustees by purchase 
prior to the donor’s death. The donor died 
without having exercised the power to re- 
voke the trust. It was held that the value 
of the intangible property on the date of the 
donor’s death should be the basis of deter- 
mination of gain or loss under the provisions 
of the Massachusetts personal income tax 
law. 

The statute provides that if the property 
was acquired by gift, the basis of determina- 
tion of the gain or loss shall be the value on 
the date when it was so acquired. Here until 
the death of the settlor the beneficiaries had 
acquired nothing certain. Until then their 
ultimate enjoyment of the property was 
doubtful, and there was no gift—Mass. 
Commissioner of Corporations and Taxation 
v. Ayer et al., Trustees, 2 CCH State Tax 
Cases Reports § 250-024. 


Sales tax: Exemption of manufacturing 
material.—Coal and fuel oil purchased for 


WASHINGTON TAX TALK—Continued from page 184 





As indicated by Mr. King (see his articles 
on tax treaties in Taxes—The Tax Maga- 
zine, October and November issues, 1948) 
in Senate hearings on tax treaties, the reve- 
nue reduction occasioned by elimination of 
double taxation would very likely be countered 
by increase in tax revenue due to better flow 
of international trade. Whether or not this 
is true, it is felt by United States policy 
makers and most of their United Nations 
colleagues that the value of better inter- 
national trade relations will outweigh the 
loss in revenue. 

The Soviet delegation opposed the recom- 
mendation as an official statement of United 
Nations policy on grounds that a general 
program of bilateral tax treaties would favor 
more heavily the large nations as against 
smaller states. On the other hand, they 
made it plain that they were not opposed 
to bilateral tax treaties of themselves. 

The Fiscal Commission, now in its second 
vear, supervises the work of the permanent 
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use in the generation of steam used for 
power in manufacturing finished products 
from raw materials are neither component 
parts of such products nor used directly in 
fabricating, converting, or processing such 
materials or parts thereof, and are not 
exempt from the sales tax. 

Fire brick bought to line furnaces and 
clay purchased to line ladles which are used 
to transfer molten metal from iron furnaces 
to molds, are not exempt from the sales 
tax since they are a part of the manufac- 
turer's machinery equipment.—Tenn. Phil- 
lips & Buttorff Manufacturing Company v. 
Carson, CCH ‘TENNESSEE TAX REPORTS 
{ 64,012. 


Joint tenancy: Custodian account.—The 
decedent, a Vermont resident, established a 
joint custodian account, with a New York 
trust company, composed of money and 
securities furnished by him, in his and his 
wife’s names. Each had the right of with- 
drawal and both participated in directions 
to the company concerning the account. 
Since the decedent retained control of the 
account and could have closed it at any time, 
the money and securities were includible in 
his estate, for taxation purposes, as a trans- 
fer to take effect at death—vVt. State of 
Vermont v. Esther M. Parmelee, CCH In- 
HERITANCE ESTATE AND Girr TAX REPORTS 
{ 16,376. 


Fiscal Division of the United Nations Sec- 
retariat. The principal function of the Divi- 
sion has been the collection of information 
relative to tax treaties, taxation of non- 
resident aliens and public finance. It has 
brought the work of the League of Nations 
Fiscal Committee up to date by publishing 
in one volume all tax treaties, formerly con- 
tained in several. Questionnaires on matters 
of public finance and’ general tax structure 
of member nations are in the hands of the 
respective governments and are being re- 
turned for compilation. Before the next 
meeting, it is hoped that a study of admin- 
istrative practices relative to assessment and 
collection of taxes will have been completed. 
Fiscal problems connected with territories 
held in trusteeship will be studied. Collec- 
tively, the various studies made and to be 
made form the basis of a documentation 
write-in service available for all international 
fiscal uses. 
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State Tax Calendar 





ALABAMA 
April 1—— 
Automobile dealers’ report due. 
April 10—— 


Alcoholic beverage report and tax of 
public service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Bank income tax return due (last day). 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


April 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


April 20-—— 

Automobile dealers’ report due. 

Carbonic acid gas report and payment 
due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 

Use tax report and payment due. 


April 30-—— 
Forest products severance tax report and 
payment due. 
Franchise tax payment due (last day). 


ARIZONA 
April 1 
Insurance companies’ premiums tax re- 
port and payment due. 
Mining corporations’ report 
day). 
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April 5—— 
Alcoholic beverages licensees’ report due. 
April 10—— ' 
Wholesalers of malt, vinous and spiritu- 
ous liquors, report and payment due. 
April 15—— 
Gross income report and payment due. 
April 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
April 25—— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and pay- 
ment due. 


ARKANSAS 
April 10-—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Property tax return due. 
Statement of purchases of natural re- 
sources due. 


Third Monday. 
Bank share tax installment due. 
Property tax installment duce. 





April 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
April 25—— 


Motor fuel tax report and payment due. 





Natural resources severance tax report 
and payment due. 
CALIFORNIA 
April 1 
Common carriers’ distilled spirits tax 


report and payment due. 
Gasoline tax report and payment due. 
Insurance companies’ premiums tax addi- 
tional report due. 


April 15—— 

Beer and wine report and tax due. 

Common carriers’ report of alcoholic bev- 
erages imported due. 

Distilled spirits report and tax due. 

Gift tax return due. 

Motor carriers of property for hire, re- 
port and payment of gross receipts tax 
due. 
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Off-sale general liquor licensees’ quarterly 
report due (last day). 

Personal income tax return and first 
installment due. 

Use fuel tax report and payment due. 


April 20-—— 
Motor carriers’ gross receipts report and 
tax due. 
Real property tax’semiannual installment 
due (last day). 


April 30—— 
Private car tax report due. 
Sales tax report and payment due. 
San Francisco purchase and use tax re- 
turn and payment due. 
Use tax report and payment due. 


COLORADO 
April 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 


April 10—— 
Motor carriers’ report due. 


April 14—— 
Sales tax report and payment due. 
Use tax report and payment due. 


April 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report and payment 
due. 
Denver sales tax report and payment due. 
Income tax return and first installment 
due. 


April 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 
April 30—— 
Property tax due (last day to pay in one 
installment without penalty). 


CONNECTICUT 





April 1 
Cable, car, express, telegraph and tele- 
phone corporations’ tax return due. 

Gasoline tax due. 

Income (franchise) tax return and pay- 
ment due. 

Insurance companies’ premiums tax due 
from foreign companies. 


April 15—— 


Gasoline tax report due. 
Gasoline use tax report and payment due. 


April 20—— 
Alcoholic beverage tax return and pay- 
ment due. 
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April 30—— F 
Sales and use tax return and payment | 
due. 
DELAWARE 
April 1 





Motor vehicle registration fee due. 
Railroad tax installment due. 


April 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 


April 30-—— 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 
Income tax return and first installment 
due. 
Information (annual) return due. 


DISTRICT OF 
April 10—— 


Licensed manufacturers and wholesalers 
of beer, report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


April 15—— 

Beer tax due. 

Income (franchise) tax return and first 
installment due. 

Income tax return and first installment 
due. 

Unincorporated business tax return and 
first installment due. 


April 25—— 
Gasoline tax report and payment due. 


COLUMBIA 


FLORIDA 
April 1 
Auto transportation companies’ 
and tax due. 
Property tax payment due (last day). 
Property tax return due. 


April 10—— 
Agents’ and wholesalers’ cigarette tax re- 
port due. 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


April 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report 
due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 





report 
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April 25—— 


Gasoline sales tax and storage tax report 
and payment due. 

Oil and gas production tax report and 
payment due. 


GEORGIA 
April 1 
Motor vehicle registration fee due. 
Property tax return due (last day except 
in counties of 200,000 or more). 





April 10-—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 
April 15—— 
Malt beverage tax report due. 
April 20-—— 
Gasoline tax report and payment due. 
IDAHO 
April 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power companies’ report and tax 
due. 


Gasoline tax report and payment due. 
Motor carriers’ gross receipts tax quar- 
terly installment due. 
April 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 





April 1 
Railroad companies’ mileage report on 
private car lines due. 
April 10-——— 
Motor carriers’ mileage tax report and 
payment due. 
April 15——— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 
due. 
Sales tax report and payment due. 
April 20——— 
Gasoline tax report and payment due. 
April 30-——— 

Private car lines’ 
due (last day). 
Railroad companies’ property tax report 

due (last day). 
Transporters’ gasoline report due. 


State Tax Calendar 


property tax report 


INDIANA 





April 1 
Alcoholic vinous beverage tax due. 
Foreign bridge and ferry companies’ prop- 

erty tax return due. 
Public utilities’ property tax return due 
(last day). 


April 10—— 
Cigarette distributors’ interstate business 
report due. 


April 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 


April 20—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangi- 
bles tax report and payment due. 
April 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and 
payment due. 


April 30—— 
Gross income tax report and payment 
due. 
IOWA 
April 1 





Motor carriers’ additional tax due. 
Pipe line companies’ property tax report 
due. 
Property tax first installment due. 
Railroads’ property tax report due. 
April 10—— 
Carriers’ gasoline tax report and pay- 
ment due. 
Class “A” permittees’ beer tax report 
and payment due. 
April 20—— 
Gasoline tax report and payment due. 
Sales tax report and payment due. 
Use tax report and payment due. 


KANSAS 
April 10—— 
Malt beverage report due. 
April 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 
Income tax return and first installment 
due. 


Motor carriers’ gross ton mileage tax 
report and payment due. 
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April 20—— 
Motor carriers’ property tax return due. 
Sales tax report and payment due. 
Use fuel tax report and payment due. 


April 25—— 


Gasoline tax report and payment due. 


KENTUCKY 
April 10—— 
Amusement and 
and tax due. 
Distilled liquors blenders’ 
tax payment due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


April 15—— 

Alcoholic beverage report due. 

Corporation license tax report due. 

Fuel use tax report and payment due. 

Income tax return and first installment 
due. 

Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax report 
and payment due. 


April 20 
Cigarette wholesalers’ report due. ° 
Oil production tax report and payment 
due. 


April 30—— 
Dealers’ and transporters’ gasoline tax 
report and payment due. 
Louisville income tax withholding agents’ 
payment due. 


entertainment report 


and rectifiers’ 





LOUISIANA 
April 1 
Property tax return due. 
Railroad car mileage report due (last day). 
Soft drinks tax report due. 
Tobacco tax report due. 


April 10—— 
Importers’ beer report due. 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


April 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Gift tax return and payment due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 


April 20—— 
Beer wholesale 
payment due. 





dealers’ tax report 


Fuel use tax report and payment due. 
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and 





Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment’ 
due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment 










due. 
April 30-—— 
Carriers’ quarterly report and payment 
due. 
Gas gathering tax report and payment 
due. 







Natural resources severance tax report 
and payment due. 

Producers of dry gas or gas in combina- 
tion with liquid hydrocarbons, tax re- 
port and payment due. 

Public utility and pipe line report due. 











MAINE 
April 1 
Parlor car companies’ tax due. 
April 10—— 


Malt beverage manufacturers’ and whole- 
salers’ report due. 


April 15—— 

Bank share tax report due. 

Express companies’ tax due. 

Telephone and telegraph companies’ and 
railroads’, including street railroads’, 
statement of gross receipts due. 

Use fuel tax report and payment due. 


April 30 
Gasoline tax report and payment due. 
Road tax report and payment due. 





MARYLAND 
April 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 


April 15 
Bank share tax report due. 
Corporations’ property tax return due. 
Domestic corporations’ franchise tax re- 

port and payment due. 





Foreign corporations’ franchise tax re- | 
port and payment due. 
Income tax return and first installment 
due. 
Sales and use tax report and payment 
due. 
April 30—— 


Gasoline tax report and payment due. 
Purchasers of cargo lots of motor fuel, : 
report due. 
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MASSACHUSETTS 
April 1—— 

Marine or fire and marine insurance com- 
panies’ return due. 


April 10—— 

Alcoholic beverage excise tax report and 
payment due. 
Excise (income) 

installment due. 
Meals excise tax report and payment due. 
April 20-—— 
Cigarette tax report and payment due. 
April 30-—— 


Motor fuel tax report and payment due. 


tax return and first 


MICHIGAN 
April 1 
Chain store tax due. 
Insurance companies’ premiums tax de- 
linquent. 


April 5—— 
Carriers’ 





gasoline statement due. 


April 10-—— 
Common and contract carriers’ 
and fee due. 


April 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


April 16-—— 
Grain tax return due (last day). 


April 20 
Cigarette tax report and payment due. 
Diesel fuel users’ tax report and payment 
due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and 
payment due (last day). 


report 





MINNESOTA 
April 1 
Foreign corporations’ report and fee due 
(last day). 
April 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 
April 15—— 
Interstate 
due. 
April 20. 
Cigarette tax and report due. 
April 23 
Distributors’ gasoline tax report and pay- 
ment due. 
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motor carriers’ mileage tax 











April 30 


April 1 


Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 





Insurance companies’ premiums tax due. 


MISSISSIPPI 





3ank share tax report due. 
Car companies’ property tax return due. 
Property tax return due. 


First Monday: 
Railroads’ and utilities’ property tax due. 


April 5—— 
Factories’ report due. 


April 10—— 


Admissions tax report and payment due. 


April 15—— 

Carriers’ gasoline tax report and payment 
due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Retailers, wholesalers and distributors of 
light wine and beer, report due. 

Sales tax report and payment due. 

Timber severance tax report and pay- 
ment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


April 20 

Gasoline distributors’, refiners’ and proc- 
essors’ report and payment due. 

April 25 


Oil severance tax and report due. 











MISSOURI 





April 1 
Express companies’ gross receipts tax 
report and payment due. 
St. Louis personal property tax return 
due (last day). 


April 5—— 
Nonintoxicating beer permittees’ report 
due. 


April 10—— 
Oil inspection tax report and payment 
due. 
Receivers of petroleum products, report 
due. 


April 15—— 
Alcoholic beverage sales report due. 
Retail sales tax report and payment due. 


April 25—— 
Use fuel tax report and payment due. 
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April 30—— 
Gasoline distributors’ report and payment 
due. 
St. Louis employers’ quarterly withhold- 
ing tax report and payment due. 
Soft drinks manufacturers’ report and 
payment due, 


MONTANA 
April 1—— 
Moving picture theater licenses issued 
and tax due. 
Railroads’ property tax return due. 


April 15—— 
Brewers, wholesalers and transporters of 
beer, tax report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Metalliferous mines’ license tax report due. 
Motor carriers’ additional fee due. 
Personal income tax return and first 
installment due. 


April 20—— 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 


April 30—— 

Cement producers’ and dealers’ tax report 
and payment due. 

Coal mine operators’ tax report and pay- 
ment due. 

Freight line and express companies’ re- 
port due (last day). 

Freight line companies’ property tax re- 
turn due (last day). 

Oil producers’ license 
payment due. 

Telegraph and natural gas companies’ 
tax and report due. 


tax report and 


NEBRASKA 
April 1 
Railroad property tax return due. 


April 10—— 
Cigarette distributors’ report due. 


April 15—— 
Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Foreign corporations’ list of stockholders 
due. 
Gasoline tax report and payment due. 


April 20 
Car companies’ report due. 
Property tax return (intangibles) due. 





and 
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NEVADA @ 
April 10—— r 
Liquor report by out-of-state vendors 
due. 
April 14—— 


Toll roads and bridges quarterly report © 
and tax due. : 
April 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic | 
beverage report due. é 
April 25—— 4 
Dealers’ gasoline tax report and payment | 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 





April 1 

Corporation report due. 

Franchise tax due. 

April 10—— 

Manufacturers’, wholesalers’ and importers’ 
alcoholic beverage report due; whole- 
salers’ payment due. 

National bank share tax report due. 

April 15—— 
Property tax return due (last day). 
Use fuel tax report and payment due. 
April 30—— 
Motor fuel report and tax due. 


NEW JERSEY 





April 1 

Gasoline dealers’ license fee due. 

Marine insurance companies’ report due. 

Motor vehicle registration and fee due. 

Railroad companies’ franchise tax report 
of revenue due. 

April 10 

Busses (interstate) report and excise tax 
due. I 

Jitneys (municipal) gross receipts report | 
and tax due. 

April 15—— 
Financial business tax and report due. 
Franchise tax and report due. 

April 20—— 

Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 

Cigarette distributors’ tax report and pay- 
ment due. 

April 25—— 

Busses (municipal) gross receipts report 

and tax due. 
April 30—— 

Carriers’ gasoline tax report due. 

Distributors’ gasoline tax report and pay- 
ment due. 
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NEW MEXICO 
April 1 
Income tax information return due. 
Merchants’ license tax quarterly install- 
ment due. 


April 15—— 
Income tax report and first installment 
due. 
Occupational gross income tax report and 
payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 


April 20-—— 
Electric, gas, water and steam companies’ 
inspection fee due. 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


April 25—— 
Gasoline tax report and payment due. 
Use or compensating report and payment 





due. 
April 30-—— 
Bank share tax second installment due 
(last day). 
Oil and gas well production tax report 
due. 
NEW YORK 
April 1—— 


Foreign insurance companies’ premiums 
tax report and payment due. 

New York City semiannual installment 
of property tax due. 


April 15—— 
Personal income tax return 
installment due. 
Unincorporated businesses’ tax 
and payment due. 


April 20-—— 
Alcoholic beverage tax and report due. 
New York City occupancy tax and report 
on room rental in hotels, apartment 
hotels and rooming houses due. 
New York City sales and use tax return 
and payment due. 


April 25—— 
Conduit companies’ tax and report due. 
New York City public utility excise re- 
turn and payment due. 
April 30-—— 
Gasoline tax report and payment due. 


and first 


return 


NORTH CAROLINA 
April 1—— 
Building and loan associations’ license 
tax due. 


Insurance companies’ and agents’ license 
fee due. 


State Tax Calendar 


April 10—— 
Carriers’ gasoline tax report and pay- 
ment due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 


April 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
April 20-—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 
April 30—— 
Electric light, power, street railway, gas,. 
water, sewerage and telephone com- 
panies’ report and tax due. 


. NORTH DAKOTA 
April 1 
Fire marshal tax due. 
Foreign corporations’ report due (last 
day). 
April 10—— 
Cigarette distributors’ report due. 
April 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 
Motor carriers’ permit fee due. 
April 20—— 
Sales tax report and payment due. 
Use tax report and payment due. 
April 25—— 
Use fuel tax report and payment due. 








OHIO 
April 1 
Motor vehicle registration fee delinquent... 
April 10—— 


Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 


April 15—— 
Cigarette use tax and report due. 
Use tax report and payment due. 


April 20—— 
Dealers’ gasoline tax report due. 


April 30 
Carriers’ gasoline tax report due. 
Gasoline tax due. 

Toledo employers’ withholding return and 
tax due. 
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OKLAHOMA 
April 1 
Property tax second installment delin- 
quent. 
April 5—— 
Operators’ report of mines other than 
coal mines due. 








April 10 
Airports’ gross receipts report and tax 

due. 
Alcoholic beverage report and payment 

due. 


Cigarette wholcsalers’, retailers’ and vend- 
ing machine owners’ report due. 
April 15—— 
Carriers’ mileage tax report and payment 
due. 
Dealers’, retailers’ and carriers’ gasoline 
tax report due. 
Sales tax report and payment due. 
Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 
April 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 
Distributors of gasoline and purchasers 
of imported gasoline, tax report and 
payment due. 
Rural electric cooperatives’ property tax 
return and payment due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
April 30—— 
Cotton manufacturers’ 
due. 
Oil, gas and mineral gross production 
report and payment due. 


report and tax 


OREGON 
April 1—— 
Common and contract carriers’ annual 
report due. 


Insurance companies’ premiums tax due. 
Public utilities’ report due. 


April 10—— 
Oil production tax report and payment 
due. 
April 15—— 
Excise (income) tax return and _ first 


installment due. 
Forest products severance tax report and 
payment due. 


Personal income tax return and _ first 
installment due. 
April 20—— 
Alcoholic beverage tax report and pay- 


ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
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April 25 
Gasoline tax report and payment due. 
April 30—— 


Withholding tax return and payment due. 





PENNSYLVANIA 





April 1 


Motor vehicle registration fee due. 


Pittsburgh and Scranton property tax © 
delinquent. 
April 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 
Soft drinks tax report due. 





April 15—— \ 
Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 
Income tax 
due. 
Manufacturers’ alcoholic beverage tax re- 
port and payment due. 
April 30-—— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


return and first installment 


RHODE ISLAND 
April 1 
Banks’ 
due. 
Insurance companies’ premiums tax re- 
turn and payment due. 
Motor vehicle registration fee due. 
Public utilities’ tax report and payment 
due. 


April 10—— 
Manufacturers’ alcoholic beverage report 


due. 


April 15—— 
Gasoline tax report and payment due. 
Gift tax payment due. 





excise tax return and payment 


April 20—— 
Sales and use tax return and payment 
due. 
April 30—— 
Corporations employing five or more 


persons, report due. 


SOUTH CAROLINA 
April 1 ; 
Alcoholic beverage wholesalers’ report ol 
alcoholic beverages received due. 
Chain store tax return and payment due. 
Domestic corporation license tax due. 
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April 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage sales 
and additional tax due. 
Power tax return and payment due (last 
day). 
April 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 
due. 


SOUTH DAKOTA 





April 1 
Motor carriers of passengers, tax due. 
Private car lines’ gross receipts tax and 

report due. 

April 10 
Interstate motor carriers’ report and tax 

due. 

April 15—— 

Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Occupational retail sales tax quarterly 
return and payment due. 

Use fuel tax report and payment due. 

Use tax quarterly return and payment 





due. 
April 20-—— 
Passenger mileage tax due. 
April 30-——— 
Gasoline dealers’ tax report due. 
Mineral products severance tax report 


and payment due. 
Property tax first installment due (last 
day). 


TENNESSEE 





April 1 
Motor vehicle registration and fee due. 
Public utilities’ property tax report due. 

April 10—— 

Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
April 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 


April 20—— 

Bank share tax report due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Liquid carbonic acid gas tax due. 

Manufacturers’ property tax return due. 

~ production tax report and payment 
due. 


State Tax Calendar 


Property tax return due. 
Sales and use tax report and payment 
due. 


April 30—— 


Bank share tax due (last day). 


TEXAS 
April 1 
Commercial and collection agencies’ tax 
report and payment due. 
Contract carriers’ occupation tax report 
and payment due. 
Motor vehicle registration fee due. 
Public utilities’ tax report and payment 
due. 
Radio, cosmetic and playing card tax 
report and payment due. 
Sulphur production tax report and pay- 
ment due. 
Textbook publishers’ tax report and pay- 
ment due. 


April 15—— 


Oleomargarine dealers’ report and tax due. 


April 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquified gases and liquid fuel, 
tax report and payment due. 


April 25—— 

Admissions tax report and payment due. 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theaters, tax report 
and payment due. 


April 30—— 
Bank share tax report due (last day). 
Oil production tax report and payment 
due. 
Property tax return due (last day). 





UTAH 
April 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 
April 15—— 
Use fuel tax report and payment due. 
April 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 





April 10 
Alcoholic beverage tax report and pay- 
ment due. 
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April 15—— 
Electric light and power companies’ re- 
port and tax due. 


Railroad, transportation and telephone 
companies’ tax due. 
April 20—— 
Property tax return due (last day). 
April 30—— 


Gasoline tax report and payment due. 


VIRGINIA 
April 1 
Insurance companies’ premiums tax due. 
April 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 


April 15—— 
Corporation income tax return due. 
Motor carriers’ tax due. 
Motor vehicle registration and fee due. 


April 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
and payment due. 


April 30—— 
Forest products severance tax quarterly 
report and payment due. 
Gasoline tax report and payment due. 
Motor carriers’ quarterly road tax and 
report due. 
Use fuel tax report and payment due. 





WASHINGTON 

April 1 

Public utilities’ special report and fee due. 

Steamboat companies’, wharfingers’ and 

warehousemen’s tax report and pay- 
ment due. 


April 10—— 
Brewers and manufacturers of malt prod- 
ucts, report due. 


April 15—— 
Auto transportation 
and payment due. 
Butter substitutes report and payment 
due. 
Wholesalers’ cigarette drop shipment re- 
port due. 


April 20—— 
Use fuel tax report and payment due. 


April 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


288 





companies’ report 








WEST VIRGINIA 
April 1 
Public service corporations’ property tax 
return due. 
Public utilities’ report and tax due. 


April 10—— 
Alcoholic beverage tax report and pay- 
ment due. 


April 15—— 
Cigarette use tax report and payment due, 
Sales tax report and payment due. 
April 30—— i 
Foreign corporations’ report due. 
Gasoline tax report and payment due. 
Occupational gross income tax quarterly 
report and payment due. 






















































































WISCONSIN 
April 1 
Cooperative associations’ report due. 
Domestic and foreign corporations’ re- 
port due (last day). 
Motor carriers’ flat tax due. 


April 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
Oleomargarine tax report and payment 
due. 


April 15—— 

Gift tax return due. 

Property tax report of railroad, tele- 
graph, sleeping car, express, street rail- 
way, light, heat, power, air. carrier and 
conservation and regulation companies 
due. 


April 20—— 
Gasoline tax report and payment due. 
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WYOMING 

April 1 
Bank share tax report due. 

Pipe line companies’ property tax return | 





due. 

Public utilities’ property tax return due. 

Telegraph and telephone companies’ prop- 
erty tax return due. 


April 10—— E 
Carriers’ gasoline tax report due. 


April 15— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- ‘ 
ment due. 
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due. 
1arterly 
April 15—— 
Returns of stamp accounts by brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828. 

Due date, by general extension, of returns 
due. for year ending October 31 in the case 
ons re- | of (1) foreign partnerships; (2) for- 

eign corporations which maintain offices 
or places of business in the United 
States; (3) domestic corporations which 
He. transact their business and keep their 
acturers’ records and books of accounts abroad; 
(4) domestic corporations whose prin- 
payment cipal income is from sources within 
the possessions of the United States; 
and (5) American citizens residing or 
traveling abroad, including persons in 
se the military or naval service on duty 
an ok: outside the United States. (Regulations 
eae el 111, Section 29.53-(a).) Forms: (1) 
7 z Form 1065; (2)-(4) Forms 1120; (5) 
ae Form 1040. 

Due date, by general extension, of non- 
taxable returns for fiscal year ending 
t due. . November 30 in the case of fiduciaries 
Hi for estates and trusts, but not returns 
a of beneficiaries or other distributees of 
such estates or trusts. (Regulations 111, 

Section 29.53-3(b).) 

Monthly information returns of stock- 

ix return holders and of officers and directors of 
foreign personal holding companies due 

gh due. F for March. Form 957. 

ies’ prop- 

ie. 

due. 

due. 

due. 





a 
and pay- © 
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Due date for delivery to local collector of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the preced- 
ing month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. 


April 30-—— 


Returns for excise taxes due for March. 


Forms 726, 727, 728, 728(a), 729, 932. 


Employers’ quarterly returns and pay- 


ment (by depositary receipts or cash) 
of tax withheld on wages of employees 
during preceding quarter. For taxes 
withheld during March, employer may 
either include with his return (Form 
W-1) direct remittance to the collector 
or attach to such return a receipt evi- 
dencing the payment of the taxes with- 
held during March to a depositary on 
or before April 30. (Regulations 116, 
Section 405.605.) 


Quarterly returns of tax withheld at 


source under Code Sections 143 (tax- 
free covenant bonds, nonresident aliens) 
and 144 (nonresident foreign corpora- 
tions). Forms 1000, 1001 and 1012. 


